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PREFACE 

This book is a fairly complete introduction -to the science of 
Economics. It aims at giving a realistic account of how tb^ 
economic system wqrks to-day in a coimtry such as Great Britain. 
It is written for beginners, although some topics axe developed 
more fully than is usual in an elementary wOrjt. I hope it will 
prove usfllil as a textbook both for University students and for 
those preparing for the examinations of the Civil Service and of 
professional bodies. 

The last few years have seen important changes both in 
economic doctrine and in economic practice. It seemed to me 
that there was a need for a new textbook which gave some 
account of those changes. ^ 

Among the developments in doctrine incorporated in, this 
volume we may naine: the greater stress laid on the notion of 
choice between alternatives, and of scales pf preference^ the 
concept of “utility” as something absolute and measurable 
being discarded and “opportunity-cost” being empWized 
rather than “real-cost”; improvements in the theory of 
Diminishing Returns and of the econoihies of large-scale produc- 
tion; the analysis of monopoly, or imperfect competition? in 
terms of marginal cost and marginal revenue; and the treatment 
of money as a liquid asset, the demand to hold money var) 4 ng 
%vith “liquidity-preference” -and with the rate of interest. 
Considerable' concessions have been made to the views of Lord 
.Keynes but I can hardly be regarded as one of his fo^owers. 
For the most part I have either avoided controversial questions 
or 1^ them open, stadng the various points of view. 

Among the changes in economic practice which we discuss 
are: the changes in the London Money Market and in the 
policy of the Bank of England since Great Britain left gold in 
September, 1931; the consequences of the “cheap money” 
policy; the growth of Restriction Schemes; the creation of 
exchange equalization funds or, in some countries, of a complete 
system of exchange control; and the growth of Protection by 
duties and quotas. 

I am very grateful- to my colleagues, wHb have helped me in 
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” many ways. They aife largely responsible for any merite which 
this book may have, and but for them it might not^have been 
written at all. , , , 

I shall Hb very glad to receive, especially from teachers, 
suggestions for iurther improvements to be made if there is 
pother edition. 

My thanks are due to Messrs. Vickers LM. for permission to 
include the chart on page 170. 

' , ' FREDERIC BENHAM 

London Schooi. of Economics * 

AprU, 1938 


PREFACE TO THIRD EDITION 

The present edition contains'two new chapters: on “The 
The6ry of Costs” and on “War Economics.” The chapter on 
"Interest” has been completely re-^^Titten. Two diagrammatic 
notes have been aSded; at the end of Chapter III and at tlie 
end of Chapter XV. In order to keep the book a reasonable 
length, the chapter on “The State” (which dealt siith Public 
Finance, usually regarded as a separate subject) and the section 
on^“ Idle Resources ” (which, apart from one or tivo definitions, 
said little that could not, and cannot now, be found elsewhere 
in 4lus volume) have been deleted. ^ 

The bulk of the book stands as it was written. There arc 
some trivial changes such as “the war of 1914^’ in place of 
“the \ 7 ar” and a footnote or comma added or remo\’ed here 
and there. The last chapter is a discussion of the economics of 
war, with special reference to Great Britain; but it also serves 
the purpose of bringing the book more up-to-date on facts and 
figur^. 

1 am very grateful to all who have given me suggestions for 
improving the book, and I shall welcome furtlier help of this 
kind. 

August, ’ 7 ^ 
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' CHAPTER I 
GENERAL SURVEY 
1. ACTIVITY AND WANTS 

The world is at work. The farm labourer is in . the fields, tending 
the cattle or sowing the seed or gathering the harvest. The 
factory worker is controlling the machines, feeding them with 
the . raw materials which they transform into manufactured 
goods. The miner is extracting miner^ deposits £-om beneath 
the surface of the earth. The .clerk is recording transactions in 
the office, the doctor is adtnsing patients in his consulting room; 
the teacher is instructing pupils in the sdhool. Transjkjrt 
workers are moving persons and goods fiom one place to another, 
by land or sea or air. By telegraph and telephone, by cable 
and wireless, orders and instructions- are transmitted -with 
amazing speed. The wheels of economic activity are whirling 
round. . 

Gur task is to discuss this acti-vity : to sKow how it comes about 
and what are its results. But we shall not describe it in any 
detail, ibr such a description would occupy far too much space. 
A book with chapters headed: "On a Norfolk Farm,” "Down 
a Yorkshire Coal Mine,” “Round the Ford Works at Dagenham,” 
“A Visit to Lloyd’s,” and so on, would make interesting reading, 
but it would ha-ve to be very long to gi-vc anything like a complete 
picture of the multifarious activities of the economic world. 
Moreo-ver, while such a description would provide a most useful 
background of knowledge for the student of economic problems, 
it would throw little light upon those problems, for description 
can never take the place of analysis. A student who had petered 
such a book, and who had studied numerous photographs or, 
better, cinematograph films, which supplemented and illustrated 
the text, -would have a mde and valuable knjjwledge of technical 
processes, and of how people earn their h'ving. But he would 
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know little more than when he started as to why different goods 
have different prices, why some workers earn more^than others, 
wh^ an industry is prosperous af one time afid depressed at 
another; in short, he would have learnt little about how the 
economic system works. And that is precisely the subject of the 
present volume. 

Let us begin by asking why all this activity thkes place. Every 
wage-earner, for example, knows well enough why he goes to 
work. He may«like his job, or he may not; in any event, he goes , 
to work in order to earn wages. But he does not want the money 
which his employer pays him for its own sake; he wants it for 
what it -mil buy. He wants it in order to satisfy, as far as possible, 
his wants for what we shall caU consumers’ goods — that is, for 
food, clothing, house-room, and all the other things the con- 
sumption of which constitutes his standard of living. If he had 
no such wants,- or if his wants could be satisfied without any 
effort on his part, he would not go to work. He works that he 
may eat or, more generally, that he may consume. 

'This is equally true of everybody who contributes towards 
economic activity, whether by his personal exertion or by invest- 
ing his money or permitting others to use his property. It may 
be that a man will choose a job that -he prefers rather than one 
which is better paid; it may be that a business man will some- 
itimes sell cheaply, from motives of charity, to a poor customer. 
But the vast majority of people engage in economic activity 
mainly in order to get a money income, and they want the money 
to purchase consumers’ goods. We may remark, in passing, that 
this by no means implies that most people are selfish or sordid 
or base. A person’s chtu-acter tvill show itself in the way he 
disposes of his income. He may spend most of it upon his wife 
or children or other dependants; he may give largely to charity. 
But he wants a money income to provide himself and his family 
with* consumers’ goods; it is the wants which consumers’ goods 
satisfy that give the main stimulus to economic activity. 

If we turn from the motives of an individual to the functions 
perfornjed by different kinds of economic activity, we find that 
the whole productive apparatus is directed tcnvards producing 
constuners’ goods.' tDnly a small part of the work of tlie world 
consists of giving -the final touches to “consumers’ goods and . 
delivering them to the final consumer. Behind the shopkeepgr 
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who sellsj let us say, a cotton shirt there stnHches a vast army of 
workers, all fi{ whom, aided by natural resources and buildings 
and machinery (and means of transport, have played their jpart 
in making possible the presence of the shirt in the sh&p. There 
are the workers oti the cotton plantation, in the ginning worksj 
in the spinning mill, in the weaving shed, and in the works' 
which bleaches or ppnts or dyes the cloth, and in the factory 
which makes the shirt. There arc the transport \vorkeis — lorry- 
drivers, railwa>men, and seamen. There are the bankets and 
merchants'concerned, and their clerks. And even so, the cata- 
logue is far from complete. The miners who heWed the coal to 
make the coke to feed the blast furnace which' made the pig-iron 
which made the steel which made the spindles contributed only 
a very tiny part indeed towards the shirt. But it svas a necessary 
part, and the ultimate -object (from the standpoint of the com- 
munity) of their labour was achieved only by the consumption 
of the shirts which it helped to produce. 

It Is easy to see that the whole economic apparatus, under 
capitalism, depends upon sales and, ultimately, upon sales to«the 
final consumers. An operative in, say, a spinning null works in 
order to get wages. Why does his employer pay him wages? 
Because he hopes that his receipts from the sale df the yam will 
exceed his various expenses, including the wages which he pays, 
and \vill thus yield him an income for himself. And why do otlter 
firms buy his yam? Clearly for the same reason: they hope to 
sell the cloth at a price which will give them a profit. But, in 
general, yam and cloth arc not tvanted for their mvn sakes; 
they arc intermediate- products in a chain of processes which 
culminates and has its purpose in the consumption of cotton 
clothing. One intermediary buys from another in the hope that, 
after transforming the commodity into a form mpre suitable for 
satisfying wants, he in turn will be able to sell it at a profit. 
The chain may be very long, but always at the end of it stands 
the final consumer who bu^-s the consumers’ good- 

We conclude, therefore, that the rationale of economic 
activity is to satisfy human wants by producing consumer^ goods. 

2. ECONOMIC DECISIONS AS gHOlCES 
People arc constantly deciding how they will use their time 
and energy and property and how they -will^pcnd their money. 
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Millions of such decisions are made every day. It is the% deci- 
sions which determine the nature and extent of economic actiidty. 

Every one of these decisions is a choice bctwf cn ^tcmativcs, 
if we may use this word in the sense of “different courses of 
acdon,” for the “alternatives” between which a choice must be 
"made are often very numerous. The “cost” of a Uung, in the 
last resort, is the tiling which was most nearly chosen instead: 
the alternative which was forgone. Thus a woman may dedde 
to go on a holiday instead of buying a fiir coat: the “cost” of 
the holiday, in* this sense, is the ibr coat which she \\nuld other- 
wise have bought. A man may dedde to work overtime: the 
“cost” of the things he buys vdth the extra money is the leisure 
which he has forgone. A farmer may decide to grow barley 
ratlier than oats; the "cost” of the barley is the oats which 
would otherwise have been produced. Economists use the term 
“opportunity-cost” (or, less frequently, “displacement-cost”) 
to denote “cost” in this sense. The concept of oppormnitj’-cost 
is of great importance in economic analysis.* 

}Ve may divjdf economic dccitions into private decisions and 
business decisions. There arc four important kinds of private 
dedsions. (i) A man must dedde how he tvill dmdc his time 
beuveen remunerative work and Idsure. (s) He must decide 
how much of liis income he tvill spend, upon present consump- 
tion, and how much he will save, in order to provide for the 
future. (3) He must dedde in what form he will hold his assets: 
Itow he tvill distribute the total value of his assets among different 
kinds of assets. (4) He must decide how he will distribute his 
expenditure among different consumers’ goods. 

Clearly these dedsions arc all connected uith one another. 
The size of his income udll vary witli the amount of work he 
docs, and if he deddes to save more the total value of his assets 
will be greater, and the sums available for current expenditure 
will, be less, than they would otherwise have been. A fifth kind 
of dedsion is sometimes important: tlic decision to choose one 
job rather than another. In so far as a -worker prefers one job to 
another, and is prepared to forgo, up to a point, a higher u-age 
in ord?r to take the job he prefers, this Hnd of decision also 
should be classed u “private^” 

-’See Robbins, “Rem.trks on Certain Aspects of the Theory' of Costs”: 
Economic Journal^ 1934.* 
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l.atei; we shall discuss these decisions at*sonie length. For the 
moment vjp shall confine ourselves to some general remarks 
about them. •To begin with, we have called them ‘“private” 
because they all depend upon the tastes of the persons concerned. 
Different people have diffcrmt tastes. , One man is glad to wo^k 
longer hours in/jrder to get more pay, while another prefers ho, 
leisure; one man if thrifty and another is a spendthrift; one 
loves spinach and another hates it.^ There is no accounting for 
tastes. Unless we know the tastes of a person, is imposHble to 
predict vThat he tvill do when constrained to make the kind of 
choice under discussion. 

We may point out at once that all these choices relate to the 
apportionment of some fixed total among different “uses.” 
Twenty-four hours a day, a given money income, a fixed total 
value of assets, a definite sum available for expenditure, has to be 
distributed, and the more of it i^ devoted to one use the less of 
it is available for other uses. As time goes on, the size of the total 
available may change (except for the twenty-four hours a day). 
The man may get a bigger income, or may delude to save more, 
or the value of his assets may rise, or conversely. He may then 
divide the total among different uses in different proportions, 
even if Iris tastes remain the same. But at the moment when he 
makes his decision, the total is fixed. If there were no such 
limitations, if everybody could have everything he wanted with- 
out any effort, there would be no need to make .choices, involving 
the sacrifice of alternatives forgone, and there would be lio 
economic problems. Economic problems arise precisely b^ause 
people are compelled to choose. 

Tire word “decision” sugg^ts a deliberate choice made after 
carefully considering, and rejecting, possible alternative coursds. 
Many economic deemons are made in this way; most people 
have to watch their shillings, if not their pennies, and cannot 
afford to be careless. But some decisions are made impulsively, 
on the spur of the moment, and others would perhaps not be 
called decisions in ordinary speech, for they are the result of 
habits formed in the past:, people may just go on doing 'what 
they have done before, until something happens to m^e them 
consciously ask themselves whether they weuld not prefer to do 
something different. Nevertheless all such acts' of choosing, 

• whether deliberate or impulsive or the reJhlt of habit, can be 
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treated as “decisionsj” for we are trying to explain how the 
economic system works and are therefore interested ia'the results 
of thcfc acts of choosing, and the results arc the came however 
much or little deliberation took place before they were made. 

.We turn now to “business” dedsipns. These arc made by .the 
jterson or committee controlling the policy of a firm. We shall 
use the term “entrepreneur” to stand fo? such a person or 
committee. The entrepreneur must decide what his firm shall 
produce, how large its output shall be, what methods of produc- 
tion shall be used, and where its various cstablishmcnik shall be 
located. Later we shall discuss such decisions at length. For the 
moment we may merely note that, provided we make the reason- 
able assumption that the entrepreneur wishes to get as big an 
income as possible for himself (supposing him to have already 
made his “private” decision as to how much time he \rill devote 
to his business rather than to hp leisure), these decisions arc not 
questions of taste. On tlie contrary, if we know the diflerent 
altcmatives which confront an entrepreneur, we can often predict 
exactly which cotuse he will adopt, for often one course will 
clearly give him a bigger income for himself titan any other. 
The main reason why we cannot alw.a^’s predict what he will do 
is that he may sometimes give considerable sveight to his belief 
that various prices will change in one way rather than another, 
ancf we cannot say a priori whether he will take an optimistic or 
a pessimistic viesv. 

The great problem for a community, regarded as an economic 
organization, is what to produce. Its members want consumers’ 
goods,,but it is quite impossible to prosidc cverjisody with .as 
many consumers’ goods, that b with as high a standard of living, 
as' he would like. If all people were like Jains — members of an 
Indian sect wiio tr>’ to subdue and e.stinguish their phs-sical 
desires — it might be done. If consumers’ goods descended 
frequently and in abundance from the heavens, it might be done. 
As things are, it cannot be done. There are not enough con- 
sumers’ goods to satisfy wants at all fully— only the fortunate few 
arc rich ^nough to have practically as high a standard of Using 
as they wish. Why arc there not enough consumers’ goods? 
All goods, except gifts of Nature, arc produced. In order to 
produce tlteth sve need such things ns land and labour and 
machinery. EconomTsts call such things means of production or 



GENERAL SURVL 


9 


' &ctors g{ production. Consumers’ goods scarce, relatively 
to the desir^for them, because means of producdon are scarce. 
Man’s energy is limited, and* to multiply the people would also 
multiply the need; and there is not an unlimited Amount of 
good land and other natural resources or of plant and equip- 
ment. Hence total output is limited. • 

But a community^ must somehow decide how its available 
means of production shall be used. For many of them are capable 
of alternative uses. Thus much land can grow any one of several 
crops, or dhn be used for pasture for different kmds of animals, 
or can serve as a golf course or a park or a building site. Much 
labour can be used for any one of a number of different tasks, 
and many buildings and machines can serve any one of several 
purposes. It is clear that if more land is used for growing wheat 
less is available for other uses, if more labour is used in making 
armaments less is available for other industries, and so on. Thus 
a community in deciding how means of production shall be used 
is deciding what assortment of goods shall be produced out of 
the in&iite number ‘of alternative assortmentf which coul4 be 
produced from the means of production available. That is, it is 
deciding which wants shall be satisfied at the expense of leaving 
others unsatisfied. 


3. SOCIAL INSTITUTIONS . 

The main purpose of this book is to show how a modern 
community .suclT as Great Britain or the United States organizes 
itself in order to solve" the problem of how to use its means of 
production. We shall discuss the working of the price-mechan- 
isms, the influence of banking policy, the extpnt to wfiich a 
trade union can raise the wages of its members, the foundations 
and results of monopoly power, and allied topics. But we shall 
pause here, at the outset, to consider very briefly how the problem 
might be solved. • ' 

One possibility is central planning. One person or committee 
could act as an economic dictator, surveying all the resources, 
human and material, of the community, and deciding how they 
should be used and what should be done with their ^oducls. 
Soviet Russia attempts something of this kind. 

The magnitude of such a task is enormous. Analytically, the 
task can be stated in a brief phrase: how^o use the resources 



lo ECONOMICS 

available. But in order to carry it out, the dictator mu;t make a 
vast multitude of decisions, and to carry it out aj all well he 
must somehow obtain and digest awery large amount of inform- 
ation. He*must decide how. each worker and each piece of land 
is to be employed. He must deeide where each works is to be 
located and what methods of production it must use. He must 
decide what plants are to get the various materials and equip- 
ment which are produced, how many houses are to be built, 
and where, and a host of similar questions. Clearly no single 
person or committee could do all this unaided. In pfactice, the 
business of suggesdng decisions on whole groups of problems 
would be delegated to various subordinate committees, who in 
turn would rely largely on the advice of local sub-committees. 
The planning organization as a whole, including all those 
engaged in obtaining information, would absorb a considerable 
proportion of the personnel and other resources of the com- 
munity: this, as far as it goes, is a point against such a system. 
Further, it would be very difficult for the dictator (or central 
planning committee) to co-ordinate successfully the suggestions 
of the various subordinate committees. For example, each 
industry might demand so many workers, or so much coal, and 
there might not be nearly enough workers or coal to give every 
industry all it requested. In the last resort, that is to say, the 
diftator could not split up his economic problems and delegate 
^e solution of one set of problems to one body and of another 
t(T another body. He himself would be compelled to make the 
final decisions. Only a supeiroan could avoid making, many 
mistakes: that is to say, taking many decisions which he after- 
wards regretted or found to be impracticable. Consumers, of 
course, would have to take what they were given instead of 
ordering what they wanted. They would consume what the 
dictator chose them to consume. 

The opposite extreme to complete central planning is a system 
of laisseT-faire, in which everybody does what he likes with himself 
and his possessions. In so far as a community- has a State or 
similar authority, which enforces certain rules of conduct, it 
does not practise complete laisser-fam. The practical question 
is how far the State goes in restricting individual freedom of 
action. Every State “intervenes” or “interferes” to some extent, 
but some States go fnuch further than others. 
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Nearly all States try to prevent .tlieir subjects from killing or * 
injuring one. another and from forcibly taking one another’s 
possession^, ayd try to see ihat contracts are carried out. This 
brings us - to the institution of Property. If anybody coul3 have 
anything which he was poweAl enough to seize, output would 
be very limited. A man wohld hesitate to sow for somebody else 
to reap; he would he reluctant to construct a building whicif 
would probably be taken from him when it was completed. At 
present, people are averse from adding to. their tangible pos-, 
sessions in a country where the coniiscation of possessions (follow- 
ing a revolution, for example) seems likely in the near future. 
The institution of Property gives persons and other bodies 
the right, subject to limitations imposed by the State, to keep 
and use land, buildings, and. other resources recognized as 
“belonging” to them, - and -to consume or exchange their 
products.. ^ - 

It is generally agreed that the institution of Property is desir- 
able. Nobody prefen “the law of the jungle." Nor does anybody 
want to deprive a person of. the exclusive r^ht to the usg of a 
purely personal possession such as his tooth-brush. The con- 
troversial question is whether means of production, such as land 
and railways and factories; should be owned by the State or by 
private persons. 

Private property, in contrast to central planning, means 
decentralization of the task of obtaining information and making 
decisions. It. means, also that what is produced depends on«the 
valuations of consumers and not oii those of the dictator. A man 
who owns a piece of land presumably tries “to get the most out 
of it.” If he is going to consume its products himself, he vi^l grow, 
out of all the various possible assortments, -that assortment which 
he prefers. If he is producing for exchangc-r-which means, under 
a price-system,:. for sale — ^hc will produce that assortment for 
which he expects to get most in exchange — in money teians, he 
will try to make his receipts exceed his costs by the greatest 
possible margin. . This means ,that he trill be guided by the 
valuations of consumers: out of the various alternatives open to 
him, he will choose that which he thinks consumers iTUl prefer, 
because it is that which will ^ve him liie greatest return for 
himself. Similarly with methods of productiom He will try to .use 
those methods which produce any given diutput in the cheapest 
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possible way. It will'be in his own interest to give consumers 
what they want and to produce it as cfiiciendy as po^ible. The 
tasks of estimating the probable future demand foe different 
products, of finding out the potentialities of his land, of dis- 
covering the cheapest methods of production, are not performed 
by any planning authority, but by tlie owner himself. We shall 
show later that it is in the interest of the coipmunity for a given 
output to be produced as cheaply as possible. For the prices of 
the various means of production tend to reflect the value which 
they can produce in other fields. Efficiency in productibn means 
economizing scarce means of production by not using one 
collection of means of production to produce a given output 
when a cheaper collection would give the same result. 

The real contrast to central planning, therefore, is a system 
of private property, with the State defending the rights of 
property-owners. But clearly the State must al(0 limit these 
rights to some extent in the interests of other members of the 
community. A man who set his house on fire might endanger 
the houses of his neighbours. It seems reasonable that the owner 
of land needed for a raihvay or road should be compelled by the 
State to sell it for that purpose at a price based on what it could 
earn in other uses. But if, on the whole, people arc free to do 
what they please with themselves and tlieir property, the social 
systetn is known as capitalism. We discuss it more fully in a 
later chapter. Here we wish only to point out tliat under 
capitalism the nature and extent of economic activity depend 
upon the countless decisions, botli “private" and “business,” 
taken Ijy individuals each acting as he thinks best. They arc 
guided in their decisions by prices and by their expectations of 
how prices will change. Their decisions in turn affect prices and 
help to make theni what they arc. Economics is \'cry largely a 
study of how prices arc formed and of the functions wliicli they 
fulfil. . 

Not all economic activity, however, is guided by the price- 
mechanism and undertaken for gain. The Family is still a most 
important institution. Parents maintain and bring up their 
children from motives of affection and the mother often makes 
decisions on behalf ofathe household as a whole. 

The world as a whole has been termed The Great Society. 
Improvements in transport and communication have brought 
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different regions much more closely into touch with one another. 
Events in t)ne part of the world often have considerahle reper- 
cussions in other parts. Tfie main way in which people in one 
country virtually co-operate with people in others is through 
foreign trade. It would be elear to an observer looking down on 
the world, that somehow the people in one country (or district) 
agree with people elsewhere to send them various commodities 
in return for others. Nevertheless the existence of ^tfonal 
Govemnjents means that the system of social oi^nizadon differs 
between countries. Although, even before the war, the British 
Government in many ways limited freedom of enterprise and 
the rights of property-owners. Great Britain was much nearer 
than Germany or Italy to laisser-faire. In this book we shall have 
mainly in mind the system prevailing in Great Britain and other 
democratic countries before the war. 

Our task will be to describe and analyse, rather than to praise 
or condemn. But it may be well to mention here, albeit very 
briefly, the main objections usually raised againkt the iiistitution 
of Private Property as it exists in practice. • 

In the first place, it gives rise to a considerable inequality of 
incomes. Private property, in a coimtry such as Great Britain, 
is very unevenly distributed among persons. The few have a 
great deal, the many very little. Hence the fortunate fe\^ get 
considerable incomes firom ownership, and can live very com- 
fortably, if they choose, without doing any work, while' the bulk 
of the population get little or nothing as interest, profits, or rents. 
The right of inheritance and bequest helps to perpetuate this 
inequalify. Moreover, as we shall explain in the chapter on 
Wages, Ae children of well-to-do parents have a considerable 
ad-vantage over the children of poor parents in qualifying for and 
obtaining well-paid posts and in setting up in business on their 
own account. Inequality of income implies inequality of oppor- 
tunity and this implies a waste of potential talent which remains 
undeveloped. 

In the second place, the concentration of a large amount of 
property under the control of one person or group m^ lead to 
monopolistic action. The owner may make a bigger profit for 
hims^ by withholding some of it fiom use* instead of employing 
it all to help satisfy the wants of consumejf.. Wc discuss this at 
some length in the chapter on Monopoly. 
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. In the third place, a small minority of persons may»exert a 
predominant influence in some, fields of economic aotivity. We 
do not attach much weight to the complaint thaf workers must 
take orders from foremen and managers. This seems inevitable 
if. production' is to be at all efficient. It' exists in Soviet Russia 

much as elsewhere. It also seems reasonable and desirable 
that' those who take the risks of a business should control its 
policy.. The workers in a particular firm tvill not accept lower 
wages because that one firm is doing badly, but the shareholders 
must accept lower dividends : it is they who take the risks. Yet 
•in practice the policy of large groups of. companies may be 
controlled by two or three men, holding quite a small proportion 
of the total capital, who by means of devices such as the creation 
of holding companies^ have obtained the deciding voice. A 
further point is that a few such men may exert an altogether 
disproportionate influence on the policy of die Government. For 
example, they may obtain “protection” against imports which 
compete wth the goods which they sell, although this may be 
agaiflst the interests of consumers. 

A modem State does something to diminish the results of 
inequality' and, if it vdshed, it could do more. The rich arc 
taxed heavily and a good deal is spent on social services such as 
piit^ic health, education, and the relief of poverty. Most States 
make some attempt to prevent or control monopoly, and here 
again they could do more. They could also, by appropriate 
company legislation and in odicr ways, prevent a small minority 
fi-om exerting an rmdue influence. On the other hand, even 
in Graat Britain and other democratic . countries, the State 
itself creates or fosters various kinds of monopolies and seems 
sometimes to be ssva).ed too much by pressure fi^om particular 
groups. 

We must warn the reader that this book does not discuss 
whetller capitalism is better or worse than' some other system, 
such as commuiusm, or what types of economic and social reform 
are desirable. These are difficult questions on which different 
people l¥3ld widely different opinions. In my \icw, reasoned 
and informed judgments on them require a considerable study of 
economics and of polSical science. A discussion of them tliercfore 
seems out of place jn^an elementary work such as this. 

1 Described on pages 268-171. 
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4. PRICES AND THE PRICE-SYSTEM 

• 

Economic activity is largely regulated, under cap^alism; by 
the mechanism of the price-system. Changes in prices act as 
indicators bgth to producers.and to consumers. If consumers, 
buy more of a particular product its price tends to rise and this 
makes it profitable for producers to increase their output of it. 
If a particular cormnodity becomes more difficult to produce,, or 
if there is less of it than befijre (owing, for example, to a bad 
harvest), its price tends to rise, warning consumers that its 
relative scarcity has increased and inducing some of them, if not 
all, to economize more than befirre in their consumption ^of it. 

— Thus consumers make their wishes known to producers, and are 
themselves induced to act in accordance with changes in relative 
scarcity, without any central planning organization, through the 
price-system. , 

This volume, like every book on economic theory, will be 
largely occupied with explaining how the price-syStem works 
and how the relations between different prices are determiiifed. 
It may be useful, in this introductory chapter, to make a few 
reniarks on the notion of “price” and on way in which all 
prices are interdependent and together form a “system.” 

The price of anything is the sum of money paid — not merdy 
asked or offered but actually paid — in exchange for it. We. 
should perhaps explain the term “value,” for the price of 
anything may be defined as its value in terms of money. 

' Value, as used in modem economic writings, means always 
value in exchange. It is inevitably relative, since the value of one 
thing must always be expressed in terms of another; there can 
be no such thing as “intrinsic” value, in the .modem economic 
sense of the term. , The value of in terms of J" is the amount 
of T which can be obtained in exchange for X If r lb. of tea 
exchanges for 4 lb. of sugar, the value of r lb. of tea in terms of 
pounds of sugar is four, or, to say the same thing in other words, 
the value of r lb. of sugar in terms of pounds of tea is a quarter. 
The value is the ratio or rate at which tea and sugar exchange 
against one another. 

In fact, values are nearly always cxpressetf in money, and are 
then termed prices.. Absolute prices are affected, as we shall see 
later, by changes in the supply of money or in the demand for 



i6 


ECONOMICS 


money. There can'be a general rise or fall of prices; .all prices 
may rise, or all prices may &11. But, by definition, .there can be 
no genert^ rise or fall in values. If l!hc price of evi^thing doubles, 
this means that the value of money has halved. But' changes in 
- ‘relative prices are much more significant than changes in absolute 
prices. For example, a worker’s standard of living depends both 
upon his money wage and upon the pricesef the things which he 
huys. If his money wage doubles and the prices of the things 
which he buys.all more than double, his standard* of living \rill 
fall. In the same way, a firm’s profits depend hofh upon its 
money receipts and its money costs. A rise in the selling prices ol 
its products tends to raise its profits, but if at the same time the 
prices of the materials and other factors of production which it 
must buy increase still more, its profits may fall. 

We shall spe'ak of prices rather than of values. But,' until we 
come to the Aeory of money,.we shall be concerned mainly with 
relative rather than absolute prices: with the problem of why 
some prices are higher than others and of why prices change 
reikdvely to one^'another. 

The reader will doubtless have noticed that we are using 
“price,” in conformity with our definition, in a much tvider sense 
than the popular one. A wage, or salary, is a price, for it is paid 
in exchange for a certtun amount of labotir. If workers are paid 
, by results, as when a miner is paid a “piece-rate” of, say, 3 s. 
for every ton of coal that he hews, the unit of labour service is 
the “piece”: in this case, a ton of coal hewn. If they are paid 
by time, the unit is usually an hour’s work or a week’s work or, 
for romc highly paid workers, a month’s tvork or a year’s work. 
The “rent” of a piece ofland, or of a building or part of a build- 
ing, or of a cinematograph film, is the price paid for the use of it 
for a stated period of time. Interest is the price paid, per tmit 
of time, for the loan of money. The rate of interest is usually 
expressed as the percentage per annum of the interest to the sum 
lentr Rates of foreign exchange between different currencies are 
also prices: for example, the price of £i sterling is so many 
French fi-ancs. 

• A study of prices throws considerable light upon incomes. 
The money incomS of a person may he prorisionally defined as 
the amount of m^ney which he gets for himself — that is, after 
paying his business expenses — during a period of time such as a 
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week or a year. Thus every price which is paid forms part of the' 
gross income of the recipient, but his net income is the excess 
of his tojal receipts over his business expenses, which themselves 
consist of prices. . ’ 

The payments made by an entrepreneur for labour services 
or for the loan of money of for the use of property constitute net 
income to the recipients, if they incur no business expenses -in 
supplying these services. Thus the price paid to a wage-earner 
for a week’s work may represent his income from work for that 
week, and the rent paid to a landlord for the*use of his land for 
a year may represent his income for that year. Clearly such 
prices have a double aspect. They represent income to the 
recipients but they represent costs to the entrepreneur — for 
example, the employer or the fiirmer — ^who pays them. 

Incomes paid under contract, like wages, and interest and 
rents, can be treated as prices. But a price is usually expressed 
as so much per unit. The rate bf interest, to repeat, is expressed 
as an annual percentage on the amount lent. Thus the income 
received by a person from the loan of money^depends bothpn the 
rate of interest and on the amount of money he lends. In the 
same way, the weekly wage of a worker paid by results depends 
both on the piece-rate and on the amount of work he does. We 
discuss wages and interest and rent fairly folly in later chapters. 
But it should be remembered that in so for as Economies at- 
tempts to explain why incomes are unequal it must take account 
of the fact that ability and property are unequally distributed 
among persons. A study of prices does not tell the whole story. 

“Profits,” in the rather loose sense of the incomes of entre- 
preneurs (including persons such as barristers and Hawkers 
working on their own account and also those who hold ordinary 
shares and therefore get a proportion of the profits ofa company), 
depend upon prices, in that they are the excess of receipts over 
costs, but they are not in themselves prices, since nobody pays 
them. 

Other incomes which are not prices are those received as 
private or collective gifrs, such as a fother’s allowance to his 
son or an old-age pension given by the State. 

At this stage we can perhaps give swne examples of how 
different prices are related. If beef were to become more plentiful 
and therefore cheaper, tbiii would probably exert a downward 
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influence on the prices of substitutes for beei^ such as mutton. 
If house accommodation were to become more plcntiiul and 
therefcyc cheaper, this would probably stimulate the deinand for 
furniture anfi might well raise its price. During recent decades 
the decline in the number of horses in Western countries lias 
<;(5nsiderably reduced the output of oats. In so far as land 
previously used for grotving oats could be used instead for other 
crops, such as wheat and barley, this has' tended to increase the 
output bf such Cfops and has therefore exerted a downward 
influence upon their price. The development of machiRery has 
greatly increased output, thereby raising the gc'ncral standard 
of living, but the substitution of machinery for labour may reduce 
the wages of the particular labour displaced : thus the introduc- 
tion of puwer-looms reduced the earnings of hand-loom weavers. 

The concept of opportunity-cost throws some light upon 
relative prices. Let us borrow a simple example’ from Adam 
Smith. Suppose that in a primitive hunting community a day’s 
labour will enable a man to kill cither two beaver or three deer. 
Thenrtwo beaver wijl e-xchange for three deer. If they exchanged 
for less than three deer, nobody would hunt beaver, for by 
capturing three deer he could obtain more beaver (in exchange 
for the deer) than by catching the beaver himself. The corisc- 
quent shortage of beaver would then raise their price until two 
beaVer were again worth three deer. Similarly, if two beaver 
exchanged for more than three deer, men would hunt beaver 
instead of deer, until the ratio of two to three was again restored 
in the market. This assumes that all men are equally skilful 
hunter^ both of beaver and of deer, and have no preference for 
one occupation rather than the other, and that a day’s labour 
will altvays produce eitlier two beaver or three deer. The rate 
of exchange between beaver and deer must tlich be the same as 
the opportunity-cost ratio, namely ttvo to three; changes in the ' 
relative demand for beaver and deer caimot affect their relative 
prices, but only the relative quantities of each that are produced. 

This concept is equally valid for a modem community, but 
it is niore difficult to apply because fectors 'of production are 
combined in different ways in different industries. In general, 
h'ovvcver, we can say chat die value of anything produced by a 
factor, or a group of factors, tvill tend to be equal to the value of 
anything else which ®a similar factor, or group of factors, is 
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producing. This assumes that {actors of production can readily 
move from one industry to another, and mil do so if they can 
thereby prodflce something of greater value, thus tuning more 
for themselves. 

There is a close connection betiveen the price of a durable 
good and the price of the services which it yields. The price of 
the good is “derived" finm the price of its services and tends to 
equal the expected value of its future services, “capitalized”. at 
the current rate of interest. Thus £100 face value a J per cent 
Consols & simply the right to £2 los. a year for ever. If the 
current rate of interest is 5 per cent, anybody can obtain £2 los^ 
a year for ever by investing £50; hence the market price of aj 
per-cent Qonsols will be only £50. Again, suppose that a house 
'is expected to yield £100 a year net^ after meeting expenses such 
as the cost of repairs. If the current rate of interest is 5 per cent, 
the house will tend to be worth £2000, since an ouday of £2000 
will produce an income of £100 a year; if the current rate of 
interest is 4 per cent, the house will tend to be worth £2500, 
and so on. If investors can obtain a higher ^eld from Cdhsols 
or houses than from other investments they ■will tend to buy 
Consols or houses, and this will raise their market price until the 
yield on them is no higher than on other investments, and, 
conversely, if the yield from them is lower than from other 
investments, the demand for them 'will fall, thus reducing their 
price and thereby increasing the percentage yield on moqey 
newly invested in them. Thus the' value of a fixed-interest 
sectu-ity or of a durable good tends to equal the expected net 
annual value of its future services multiplied by 100 and (^vided 
by the current rate of interest. All this means is that the present 
value of a definite future income tvill -vary ^vith the current rate 
of interest. ' - ■ 



CHAPTER II 

MARKERS 

I. THE WORLD MARKET AND LOCAL MARKETS 

A MARKET is convmonly thought of as a place where commodities 
are bought and sold. TTius fruit and vegetables are sold Wholesale 
at Covent Garden Market and meat is sold wholesale at Smith- 
field Market. But there are markets for things other than 
commodities, in the usual sense. There are real estate markets, 
foreign exchange markets, labour markets, short-term capital 
markets, and so on; there may be a market for anything which 
has a price. And there may {>e no particular place to which 
dealings are confined. Buyers and sellers may be scattered over 
the whole world and instead of actually meeting together in 'a 
market-place the)'i may deal with one anotlier by telephone, 
telegram, cable, or letter. Even if dealings are restricted to a 
particular place, the dealers may consist wholly or in part of 
brokers or agents acting on instructions from clients far away. 
Thus agents buy meat at Smithficld on behalf of retail butchers 
^11 over England, and brokers on the London Stock Exchange 
buy and sell securities on instructions from clients all over the 
world. We must therefore define a market as any area over which 
buyers and sellers arc in such close touch with one anotlier, 
either^directly or through dealers, that tlic prices obtainable in 
one part of the market affect the prices paid in otlier parts. 

- Modem means of communication are so rapid that a buyer 
can discover what price a seller is asking, and can accept it if 
he wishes, although he may be thousands of miles away. Thus 
the iliarket for anything is, potentially, tlie whole world. But in 
fact many tilings have, normally, only a local or national market. 

This may be because nearly the whole demand is concentrated 
in one locality. Feiv people who are not Scottish care to tackle 
the curious concoction knoivn, as haggis; tlie market for pelota 
rackets is practicallf' confined to the Basque countr)'; the blue 
tunic, with red and yellow trimmings, worn by tlie Lapps is 
rarely sold to others! But of course such goods may be supplied 
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by firms in other parts of the world, to be sold in the district 
where they are demanded. 

These ’speiial local demands, however, are of»quite' minor 
importance. The main reason why many things -have not a 
world market is that they are costly or difficult to transport. 

The lower the value per ton of a good, the greater is thife 
percentage addition made to its price by a fixed charge per ton- 
mile for transport. Thus, if coal is £z a ton and tin £soo a ton 
at the glace of production, a given transpoft charge forms a 
percentage of the price of coal a hundred times greater than 
of the price of tin. Hence transport costs may restrict the market 
for goods srith a low value per ton, even if, as is often the case, 
they are carried at relatively low rates. It may be cheaper to 
produce, say„ coal or iron ore at A than at B, but the cost of 
transporting it ftom A to B may outweigh the difference in 
production costs, so that it is produced for local consumption at 
S, and B does not normally form part of the market for the 
output of A. For example, coal is produced much more cheaply 
in the United States than in Europe, but, ^wing to the cost of 
transporting coal by rail ftom the inland mines to the Atlandc 
seaboard of the United States, American coal seldom finds its 
way to Europe. 

Sea transport, however, is very much cheaper than Jand 
transport. Hence commodities of this type produced near a port 
can often be sent profitably quite long distances by sea. Thus 
Swedish iron ore comes by sea ftom Narvik to the Ruhr, and 
British coal is exported to Canada’ and South America. 

The markets for real estate are local. Soil has been traifSported 
from French vineyards to California, and historic mansions have 
been demolished in Europe to be re-erected in the United States, 
but as a rule land and buildings are not transported. . 

Some goods, like new bread and fresh cream and strawberries, 
must be consumed very soon after they. have been produced, 
and this restricts their sale to local markets. Other goods do not 
travd well. Thus many local wines which cannot stand transport 
can be bought in the district more cheaply than similar wines 
which have a wider market. The development of refrigeration, 
and of other devices which enable foodstuns to be preserved and 
transported, has greatly widened the marljet for such things as 
meat and fish and some kinds of firuit. But such devices often 
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transform the articles/from the standpoint of consumers, into a 
different commodity. Condensed milk is not the same as fresh 
milk, and ciplled meat or frozen butttr has not the»same taste as 
fresh. 

.Many workers are reluctant to njove to a different country, 
or even to a different part of their own country, to get a higher 
wage. This should not be exaggerated. Before the war of 1914, 
over a million persons a year emigrated overseas from Europe. 
Following it, there were considerable movements of.population 
within Great-Britain away frxim the depressed areas tot^ards the 
more prosperous South. Employers may take the initiative. 
Thus girl textile workers have been engaged in Yorkshire to work 
in Australia, and during the inter-war years French employers 
engaged groups of Foies and Italians to work in the coal-mines 
and steel-works of France. Nevertheless labour markets arc 
mainly local, or at any rate national. 

Transport services by rail or tram, are obviously local in that 
passengers or goods must travel between points on the. fixed 
tracl£ A firm may charter, for example, a Greek ship rather 
than an EngUsh ship,: if it is cheaper, but low railway rates in 
Belgium are no help to a firm which wishes to send goods across 
Canada. In the same way, such things as gas, water, and elec- 
tricity, supplied by means of pipes or wires, cannot be sold to 
places not connected with the system of. pipes or wires. 

A country or district may impose import duties upon certain 
goods conung from elsewhere. If the duties are not prohibitive 
— that is, if some taxed goods nevertheless come in — ^the country 
or district still forms p^ of the world market for these goods. 
The duty .may^ make; the price in the "protected” area much 
higher than the price in the exporting districts, but if this outside 
price falb, greater quantities of the goods will cross the tariff 
barriers, thus reducing the price inside them, and conversely if 
the outside price rises. But if the import of a good is restricted 
by quota to some stated quantity, its price in the restricting area 
b divorced firom its world price and the restricting area forms a 
separate market. , During recent years many quom restrictions 
have been enforced, particularly by countries in Western Europe. 
TTie - number of irtumgrante may abo be restricted by quota, as 
in the United State^ and some countries may forbid the export 
pfcapital. 
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■ .It skould be remembered, however, • that even if the goods 
cannot move to the purchasers, the purchasers may be able to 
move to *the ‘goods. Thus if hou^g or electricity is cHeap.in 
one district people will tend to move to that district rather than 
elsewhere, and employers may build new works in one plSfe 
rather than another because, the local labour is cheauer. 


2. WHAT IS A COMMODITY? 

In ordinary speech we apply the term commodity to what is 
often a whole class of commodities. There are many different 
varieties of wheat, wool, cotton, bread, potatoes, cigarettes, and 
indeed of almost any “commodity” one can think -of.. One 
variety of a. producers’ good may serve a somewhat different 
purpose from another; and sotne consumers may prefer one 
variety .of a consumers’ good to*another because of some real or 
imagined difference in quality. It may. be. that all or some of the 
different .varieties are very dose substitutes • for one another, 
and that many purchasers do not 'mind whicB of them they take. 
More often, however, some purchasers have a strong preference 
for one variety rather than another, and this may lead to con- 
siderable divergence between their prices. Each variety is really 
a separate commodity for which there is a distinct demand. 

An interesting illustration is afforded by the relative prices 
of British and Danish bacon during recent years.’ From iggQ to 
1932 the. price of first quality 'British bacon was over a third 
higher than the price of first quality Danish bacon. Most of the 
bacon sold in Great Britain was Danish, 6 or 7 million cwP. being 
imported every year. Then the import of Danish bacon was 
restricted. .In rggfi about 3^ million cwt. of'both British and 
Danish bacon were sold in 'Great. Britain; as compared with 
tg30 the British supply had doubled and the Danish supp^ had 
halved. The price of Danish bacon was higher than the price of 
British. The restriction of Danish supplies brought to light the 
fact, previously- unsuspected, that many purchasers had a pre- 
ference for Danish bacon rather than British. The moral of this 
is that we must not assume that the relatye prices of different 
varieties of a “.coimnodity” will always bear the ‘same 'relation' 
to one another. Two units do. not really belpng to the same com- 
modity unless they are perfect substitutes: that is, unless every 
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potential purchaser would be quite indifferent as to which of 
the two he received for his money. ^ * 

A nlanufocturer may differentiate a particular product from 
similar products made by rival linns by attaching to it a “trade-, 
mark” which the law forbids others to use. Many varieties of 
Consumers’ goods — motor cars, toilet requisites, patent medicines, 
foodstuffs, and so on — ^are “branded” in das way. As a rule, 
the maker of a branded article advertises it in order to create a 
demand for his “brand rather than for rival brands^ Other 
varieties of the commodity, whether branded or not, may be very 
similar to his product, but since he alone can use that particular 
trade-mark he has a monopoly of his product. 

The same physical thing is logically a different conimodity 
when it is in a different place. For example, a steel tube at 
Corby is a different commodity iiom the same steel tube at 
Capetown, and sells for a different price. The difference in price 
arises from costs of transport, including such items as insurance 
char^ and importers’ profits, and from import dudes. 

In the same wa)^ the same thing is logictilly a different com- 
modity at one time from what it is at another, and may command 
a different price. The transport of goods over time forms a part 
of economic activity just as much as their transport over space. 
Many middlemen, including shopkeepers, carry stocks in order 
to supply their customers' requirements promptly, and this is a 
service for which customers arc %villing to pay: it saves them 
from the inconvenience of carrying considerable stocks themselves. 
Two or three centuries ago the grain supply of a regjon came 
mainlj^from the aimual local harvest. If nobody had deliberately 
stored grain to sell it again later, it would have been plentiful 
and cheap soon after the harvest, but would have become 
considerably scarcer and dearer in the months just before the 
next harvest. Speculators rendered a useful service by buying 
grain soon after the harvest, thus making it less cheap at that 
time, stocking it, and selling it' later, thus making its price less 
dear towards the close of the harvest year. They made a profit 
for themselves, for which they rendered a service to consumers 
by reducing the iluc^ations in prices and consumption over the 
year. Since then the great improvement in transport facilities 
has rendered this type of service less important for most com- 
modities. Nowadays hardly a month passes in which wheat 
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is not 4iarvested in some quarter of the globe, ready to be sent 
wherever at is demanded, so that the danger of famine or serious 
shortage 'in 3ny area is slight. Consumers can similarly* obtain 
most commodities at any time £x>m the ctirrent output of some 
region or other, provided that they can aSbrd to pay for thdp, 
and world stocks of most commodities are small, as a rule, conf- 
p^ed with the annual output. Nevertheless, middlemen still 
render a useful service by holding some stocks to cover the period 
before the next shipments arrive and to prAvide a safeguard 
against an unexpect^ temporary shortage. Moreover, the bulk of 
the world output of some goods still takes place at one particular 
season of the year. A leading example is cotton. The btilk of the 
world’s'cotton (at least until recently, since the American Govern- 
ment restricted its output) is grotvn in the United States and is 
picked in the late summer and early autunm. Hence the bulk of 
the crop must be “carried” by somebody, if spiimers and others 
are to have a steady supply over the year. The tendency, there- 
fore, is for the price of cotton to rise steadily from one October 
to the next, the rise being sufficient to make It profitable to hold 
stocks of cotton. But of course the price may rise in fact more 
or less than this, or may fall, otving to changes in the demand for 
cotton, or in the expected size of next year’s crop, as the year 
goes on. • 

3. PERFECT AND IMPERFECT MARKETS 
A market is said to be perfect when all the potential sellers 
and buyers are promptly aware of the prices at which transac- 
tions take place and of aU the offers made by other sellCrs and 
buyers,' and when any buyer can purchase from any seller, and 
conversely. Under such conditions the price of a commodity 
tvill tend to be the same (after allowing for costs of transport, 
including import duties) all over the market. If one s^er is 
prepared to accept less than others, orders will stream towards 
him until he is sold out or raises his price to that asked by his 
competitors or (exceptionally, when he holds a large proportion 
of the total stocks) until rival sellers are constrained to reduce 
their prices to the level of his. Converseljj^ if a seller asks more 
th^ his rivals for the same commodity he will find no purchasers, 
for although some buyers ivill be preparei^ if necessary, to pay 
more than the price ruling at the moment, they will not deal 
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with one seller if they can get the same commodity more cheaply 
from others. , . * - 

This' assumes that the thing dealt in is a “commodity” in 
the strict sense of the term, different units of it being perfect 
substitutes for one another. Of course, one variety of a so-called 
commodity may sell for more than another. This does not mean 
that the market is imperfect; the different Varieties are really 
different commodities. They may conceivably be physically the 
same, but if a distinctive label or trade-mark, coupled, with an 
advertising campaign, leads some buyers to prefer one branded 
article to another they are in effect different commodities. 

Some goods, such as wheat, arc physically capable of being 
divided into “grades” in such a way that all'the units in a given 
grade are practically homogeneous, so that each grade is a 
commodity in a strict sense. The grading is usually performed 
by some body representing the Sfcllers. Careful grading is in the 
interests of the sellers, as well as of the buyers, for the market 
is thereby widened. A buyer can confidently purchase goods 
which he has not seen on the basis of the grade (or other standard 
description) given to them by the marketing organization, 
knowing exactly what he trill get. Grading also makes possible 
sales for future delivery even if the goods have not been seen by 
the buyer, or are not yet in existence, and permits dealings in 
options. 

Some goods, however, cannot be graded or described with 
sufficient accuracy to be purchased tvithout being seen and 
examined. Thus buyers of raw wool, or their representatives, 
want t6 -inspect each lot of tyool before making an offer for it, 
and buyers of tea taste samples before bidding; wool-buying 
and tea-tasting are skilled occupations. Such goods are usually 
sold in lots by auction. At a later stage in their life history it 
may Ije possible to grade them. Wool tops can be graded, and 
tea can be blended so that one package sold to retail consumers 
is indistinguishable from another bearing the same brand. 

A market is imperfect when some buyers or sellers, or both, 
are not aware of the offers being made by others. Thus the 
market for second-h^d books is imperfect. It is> still possible, 
occasionally, for a customer to buy a book from one book- 
seller and re-sell it »at a profit to another. In general, retail 
markets are somewhat imperfect. For example, some shops may 
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constantly sell suitcases for^ne or two shillings more than other 
shops in she same town are charging for similar cases. 

The develbpment of communications during r^xnt decades 
has tended to make markets less imperfect. Dealers in com- 
modities, securitieE, capital, and foreign exchange cannot afford 
to pay .more, or to . accept less, thm they need. The prices , p^ 
in one cm^ rapidly becoine known in. other centres. A wheat 
dealer who has chartered a ship to carry wheat, which he has 
bought, from an exporting country can instruct the captain of 
the ship by wireless to go to a different port if he learns that 
prices in that port are temporarily higher than elsewhere. A 
firm holding a b^mce of money m New York can transfer it to 
London if a relative rise of short-term interest rates in London 
makes- it profitable to do so. International securities owned by 
persons all over the world may be offered for sale^in a particular 
stock exchange if they temporarily command a higher price 
there than elsewhere. Tdegraph and telephone,- cable and 
wireless, enable price-differences between different centres to 
be smoothed out very rapidly. ' • ' • . 

Oh the dther hand, the growth of Government intervention 
during recent years has worked in the opposite direction. Higher 
tariffs ha-ve increased price-differences between countries. 
Quantitative restrictions bn the import of goods, the inunigi;ption 
of labour, and the export of capital have tended to separate 
n'ational 'markets from one-another. Moreover, the number of 
branded articles has tended to increase; this ^lits up the market 
for a “cornmodity” by “differentiating” different varieties which 
come to-be regarded by consumers as different commodities. 

If buyers and sellers are not in close touch -with one another, 
it is often possible for middlemen to make a profit, and render 
the ' market less imperfect, by- acting as intermediaries. They 
■ may themselves hold stocks; which they buy as cheaply as possible, 
thus tending to equalize the prices recci-ved by different sellers, 
-while competition between themselves tends to equalize the 
-prices paid by different buyers: such a middlemm must make 
his' existence known to buyers in order" to do business and a 
buyer can compare the prices asked by two or three middlemen 
before purchasing. Some middlemen -do not themselves hold 
stocks 'but collect and give mibrmatioi^ putting sellers and 
buyers into touch -with one another and charging a commission 
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on ' completed deals. Real estate agents and private 'labour 
exchanges (for instance, for domestic servants or tethers) are 
examples. 5 n the same way, trade papers make a "profit by 
disseminating information; for example, the prices realized at 
bpbk auctions are published every week or month, thus making 
fhe type of bargain mentioned above less common than it would 
othertvise be. In general, middlemen clearly perform a useful 
function, for it is always possible for sellers to try to deal svith 
buyers directly, dt 'conversely, if they think it more pfofitable. 

Monopoly and the possibility of charging different prices for 
very similar things are discussed in a later chapter.*- 

4. TYPES OF TRANSACTIONS 

The various things for which prices are paid may be ditdded 
.into the eight groups of (1) consumers’ goods, (a) producers’ 
goods, (3) labour services, (4) real estate, (5) loans of money, 
(6) paper tides, (7) rights, and (8) other currencies. 

(i) Ctinsumer’s GoQds 

A consumers’ good is desired for its own sake; it directly 
sadsfies a want. Under this heading we may include services such 
as those rendered by doctors and houses and cinemas and means of 
transport, in so far as they directly satisfy the wants nf consumers. 

.Although the main object of economic aedvity is to produce 
consumers’ goods, the value of sales to consumers forms only a 
small part of the total value of all transacdons. In Great Britain 
during recent years it has seldom exceeded £4000 nuUion a year, 
the value pf retail sales by shops and public-houses forming 
rather more than half of this total, whereas the total -value of all 
transacdons has probably reached at least £50,000 million a year. 
This is due partly to the large volmne of transactions in stocks 
and shares and other paper tides and partly to the fact that 
materials and other goods often change hands a number of times 
before being sold, in their fiiushed form, to the final consumer. 

■ Retail markets, as we have already mentioned, are somewhat 
imperfect. Some people do not think it worth .thdr while to take 
the time and trouble required to discover where an article can 
be bought slighdy mtlre cheaply, or whether a shopkeeper can 

* It ^ould be noted |^at goods produced under conditions of imperfect 
competition (or monopoly) may have a perfect market. 
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be induced to make some reduction on tBe price which he quotes. 
Others l]py at a particular shop because it is close at hand and 
therefore convenient, or irecause they can obtain credit there, 
or because they like the service or amenities 'n^ch they get 
there, or because they trust that particular shop to supply them 
with goods of good quali^. Branded articles are nearly ali>^ys 
sold at ibted pricqf and appeal to people who do not like to spend 
time in bargaining or comparing qualities. Shops selling mainly 
homogeneous articles at fixed prices, such as, different brands of 
cigarettes and tobacco, tend to be distributed over space in the 
same way as the population. They cater to the convenience of 
the consumers. Shops which cater for bargain hunters, on the 
other hand, tend to be grouped together — like the second-hand 
book shops in Charing Cross Road and the fruit and vegetable 
stalls found in clusters in big cities — so that buyers can readily 
compare prices and qualities. , 

A carefiil purchaser, who is prepared to spend time in bargain 
hunting and bargaining and to postpone or anticipate some 
wants in order to take advantage of sales, (Can doubtless»obtain 
appreciably more for a given money outlay than a careless one. 
But it should be remembered that this difference is -not .all net 
gain ; against it must be set the time and effort and inconvenience, 
and possibly the extra fares, which it entails. 

(2) Producers’ Goods 

A producers’ good is wanted not for its own sake but fdt the 
sake of the contribudon it makes towards the output of consumers’ 
goods. It thus satisfies wants only indirectly; 'in the l^t resort, 
the demand for such goods is “derived” from the demand for 
the consumers’ goods which they help to produce. Under this 
heading we may include the services, as well as the goods, which 
firms buy from other firms to enable them to carry on their 
acdvides. Thus they may pay for being supplied with water or 
gas or electricity or telephone service; they may pay for having 
their goods transported from one place to another; they may 
pay to have their property insured against loss or damage; and 
they may pay for various kinds of financial and bankii^ services. 

Many goods — for example, raw materials such as crude rubber 
and spelter and iron ore and intermediate products such as 
steel bars and cotton yam and wool tdps^ — ^are nearly always 
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producers’ goods,, since they seldom directly satisfy wants. Other 
goods, however, may be used either as consumers’ goeds or as 
producers’- gopds. Thus coal burnt in* the domestic* heaft-fh falls 
imder (l), while coal burnt in a factory falls under (2) ; and the 
services rendered by a railway in carrying passengers to their 
hofidays fall tmder (1) but its services in carrying freight or 
commercial travellers fall under (2). This fact, however, does 
not mak^ our classification useless; economic analysis is con- 
cerned with the functions of goods, tvith the part which they 
play in the economic system, father than with their on^n or 
their intrinsic qualities. 

There is little imperfection in most markets for producers’ 
goods. It is part of the business of a retailer to know something 
of the qualities of the goods which he stocks and to compare 
carefully the. offers made to him by sellers. He will doubtless* 
be visited by commercial travcUecs, representing manufacturers 
or wholesalers, and he himself may visit wholesalers to see their 
s^ples or consult the relevant trade journals to see what 
advert&ers are offeriflg. 

A good example of a market in the popular sense of the term 
is Smithfield Market. The market-place' is owned by the Cor- 
poration of London, which rents stalls to sellers on a weekly 
tenancy. The sellers are- mainly meat-importing companies, who 
have either bought the cattle and sheep outright from farmers 
overseas or have agreed to slaughter, process, transport, and sell 
the stock for them in return for a commission. The sellers compete 
■vidth one another.;, there is no combine or price-ring among them. 
The' buyers are mainly, representatives of chains of butchers’ 
shops, or of restaurants and hotels or of butchers throughout the 
country. Both sellers and buyers are experts, and buyers examine 
the meat on the spot. There is consequently very httle variation 
in the.pric^ paid for similar lots on the same day. . . 

The sellers and buyers of almost any producers’ goods can' 
readily get in touch -with one anotiief and compare prices quoted 
and offered by' differerit firms. Most large cities have special 
"markets” for particular commoditis, or for groups of them., 
■where sellers and buyers, or tlieir agents, caii meet and deal. 
Thus' London has its Mehd Exchange, Kubbef £»diange. Coal 
Exchange, Iron and' ^teel B^chmge^ Bdtic Exchange, Com 
Exchange, Wool Exchange, and others. Some of the dealings 
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are’ih services. Thus Lloyd’s is a market Jbr every, kind of insur- 
ance Eusiness. A shipowner or merchant, wishing to insure his 
cargo, c^ go there — or employ a maiinc insurance broker to 
' go there onnis behalf — and inquire at what rates the various 
underwriters are prepared to undertake the business. Again, 
the chartering of ships (in addition to large transactions in gr^n 
and other commodities such as soya beans and oil seeds and 
timber) is conduc&d on the Baltic. To revert 'to commodities, 
the -actual bales of wooTto be offered for sale by auction in the 
aftemoqn are available for inspection by buyers in the morning, 
and purchases in the London Com Eirchange (but not in the 
Baltic) are made on the basis of samples display^ there, but in 
most of the London Exchanges the goods are not displayed and 
are bought firom their description in terms of recognized grades 
and qualities. Buyers can resort to arbitration if the goods do 
not conform to specification or come up to sample. 

(3] Labour Services 

In so far as these are rendered, as by^ domestic seij^ts, 
directly to consumers, and paid for by consumers, they fall under 
(i). But most workers are engaged by an employer who wants 
dieir services not for his own consumption but for the contribu- 
tion they make towards the output of whatever he is selling. 
Thus the demand for most labour services is “derived,” in the last 
resort, fi'om the demand for consumers’ goods. An apparent excejj- 
tion, to be considered later, is the demand of Governments for such 
workers as teachers and policemen, whose products are not sold. 

In some countries minimum wages for each of a number of 
occupations are fixed fi'om time to time by the Government or by 
Coiuts or Boards set up by the Government for that purpose. 
In Australia minimum wages, for most workers are fixed in- this 
way. In Great Britain,' 48 Trade Boards, covering over 1,100,000 
workers, have been set up under the Acts of 1909 and 1918 to 
fix minimum wages for various low-paid occupations. In 
addition, the wages of agricultural workers are regulated by 
a Board and local Wages Committees: in England and Wales 
rmder the Act of 1924 and in Scotland under the Act of 1937. 

Although the membership of British tra^e unions is at- present 
below 5 milli on, rates .of wages for most occupations and grades 
■ are fixed by negotiation between the relevaSt trade union and the 
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'relevant association of'employers. Usually variations of wifgcs 
between districts are permitted and the agreement covers other 
matters, such as hours of work, in. addition to .wages. The 
agreement uSually stipulates that if either side wishes to change 
it a certain period of notice must first be given. Some agree- 
ments, such zs that covering the wa^es of coal-miners, stipulate 
t 3 iat wages shall vary in a prescribed manner with the profits 
of the industry; others, covering some 180,000 workers, mainly 
in iron rand steel, that they shall vary with the prices of the 
products; and others, covering about 1} million worltars, that 
they shall vary with movements in the Cost of Living Index of the 
Ministry of Labour. Some important groups of workers, such 
as domestic servants and clerks and typists, have not a strong 
trade union and a worker in such an occupation usually settles 
his wage by individual bargairting with his employer. 

The British Government has set up a network of Employment 
Exchanges, intended to bring together employers seeking labour 
and workers seeking jobs. There are also many private employ- 
ment^gendes, especially for domestic servants, teachers, waiters, 
and members of the theatrical proicssion, and a number of posts 
are ofi'ered by advertisement in the press. 

(4) Real Estate 

Obe piece of land, or house, is different, at least in situation, 
firbm every other. Thus dealings on the basis of specification or 
samples are practically ruled out. Buyers wish to sec the actual 
property, as a rule, before purchasing. 

For this reason most of the business is in the hands of specialized 
agents who bring buyers and sellers together in return for a 
commission from the latter when a transaction is concluded. 
There arc also advertisements, inserted by sellers or their agents, 
in the general press and in spedal journals. Although tlic goods 
sold are not homogeneous, tiie market in real estate is not very 
imperfect, for as a rule sellers try to get as high a price as possible, 
and buyers spend some time and trouble in discovering what 
alternatives are available, before a transaction is concluded. ' 

(5] Loans of Money ^ 

We shall discuss different kinds of loans in our chapter on 
interest. Firms can dsually obtain loans for fairly short periods 
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fromtlieirbanis. A very well-known borrtiwer, such as the British 
Goverflmcut, can appeal directly to the general public. A foreign 
Gov^m&it, or large mining or industrial concern, which tvished 
to rtuse a* &iAy large long-term loan in London wotdd pmbably 
employ an issue house as its agent. The issue house — tvhich we 
shsdl discuss later in its role of accepting house — will advise the 
borrower what terms to offer and will sponsor the loan, getting 
a commission (which may run into five figures) for its spedal 
knowledge and the use of its reputation. An established firm 
which vijshes to raise additional capital can ofttn get it by adver- 
tising in the financial press or by circularizing its shareholders. 
It is more difficult to raise capital for a new concern, unknown to 
the general public. The task may be undertaken by a company 
promoter, skilled in the ways of the City, who usually buys up 
the patent or the business and forms a company, re-selling the 
shares (at a profit) to the public, by advertising the prospectus 
or circularizing possible clients. ‘During recent years the practice 
of raising new capital by “Stock Exchange introducdons” has 
grown considerably in London: stockbrokers recommend new 
shares as good investments to thdr clients. * * 

Money seeking investment is termed “free capital.” The rate 
obtainable on free capital varies with the risk of default and the 
period for which the loan is made. The rate which a borrower 
of good standing would have to pay to obtain a particultir Jdnd 
of long-term loan is often indicated by the current price, and 
therefore the percentage yield, of similar fixed-interest securities 
on the Stock Exchange. Lenders have the alternative of pur- 
chasing existing securities ■ (whether they yield a fixed or a 
variable return) or subscribing to “nerv issues.” • 

(6) Paper Titles 

These fall into two broad classes : those yielding a fixed income 
and those yielding a fluctuating return. Bills of exchange and 
Treasury bills, which we discuss later, represent short-term loans 
and logically fall within the former class. So do mortgages, 
which give lenders a claim on real estate if the borrower fails to 
meet his obligations. Lnans raised by Governments and similar 
bodies, and debentures issued by compames, also yield “fixed 
interest”: that is to say, the borrower undertakes to pay a fixed 
money income at regular intervals to the lenders. , Ordinary 
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stock and shares, issued ty companies, yield “dividends” which 
fluctuate tvith the profits of the company. There aft also 
hybrids, sueh as participating prefeipnce shares whole holders 
receive" a fixed income plus something extra when profits are 
good. The main British market for stocks and shares — often 

c^Ued “ securities ” — is the London Stock Exchange. 

■ 

(7) Rights 

Payments are made for various rights. Thus one firm may 
make a periodical payment to another for permission }o use a 
process of which the latter has a legal monopoly granted “by 
patent,” and when a business changes hands the purchaser may 
pay the former owner a lump sum for his “goodwill”: that is, 
for the right of tradmg as ^ recognized successor. Again, a 
man may purcliase an “option” giving him the right to buy 
something, if he wishes, on or before some specified future date 
at the price stated in the “option.” 

(8) Other Currencies 

Dijkrent countries have different currencies. Thus French 
francs, for example, can be purchased tvith English money. 
Usually the purchaser does not buy actual French coins or notes, 
but a balance in a bank in France w'hich enables him to pay a 
debt>expressed in fimics. The price at wlrich one currency can 
be bought with auotfaer is called “the rate of exchange” bet%veen 
them. 

The London market in foreign excirangc consists of the foreign 
departments of tlie hanks, independent dealers, who often act 
as agcifcs for foreign banks, and foreign exchange brokers, who 
deal solely on commission, brining sellers and buyers into touch 
with one another, and not at all on their own accoimt. Tire banks 
act mainly on behalf of their customers. 

Th^ market is practically perfect. Nearly all the business is 
carried on by telephone. Dealers and brokers oflen have pris’ate 
wires to their most important clients. A broker svith a client 
wishing, say, to sell a certain number of dollars, will telephone 
various possible buyers until he finds one wbo will pay a rate 
which his client will ^ccept. Telephone calls to Paris and other 
continental centres go on all day, and a good deal of business is 
carried out imder instructions reedved by cable Jfrom New York 
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and otlwr distant centres. We may add Utat tcIepSione Ij'Us do 
not ring in«a foreign excliangc ofiicc — if tlicy di<l, ilie oi the 
operators tvouid not be enviable. Tu-o little glass diyj are- fixed 
in the switchboard under each of the names of the firms svith 
which the dealer is in frequent communication. A red light (•r 
green light indicates that the connection has been made. 

We have seen that the ration.tle of an economic system is to 
produce consumers’ goods, and that the dcm.tnd for other gorxls 
and services is, logically, “derived” from the demand for con- 
sumers’ ^ods. Tlie remaining chapters of Book I consider, at 
some length, the demand for consumers’ goods, taking the supply 
of them more or less for granted. The infiucnccs ancctiiig supply 
arc discussed in Books II and III. 



CHAPTER III 
DEMAND 

I. THE MEANING OF DEIVIAND 

The demand for anything, at a given price, is the amount of it 
which will be b&ught per unit of time at that price. ^ Demand 
means always demand at a price ; the term has no significance 
unless a price is stated or implied. The bare statement that so 
many thousand motor cars a year or so many million tons of 
coal a year are demanded in Great Britain may be intended to 
mean that for some years the prices of motor cars and coal have 
been fairly steady and that every year the volume of sales in 
Great Britain has been very nrttr the figure named. But such a 
statement, taken literally, does not make sense. For the volume 
of sales — that is, the demand — tvould be different if the prices 
were different. Tliere is no doubt that if the prices of motor cars 
could be reduced enough twice as many would be sold and that 
if their prices went high enough their sales would be halved. 
The amount bought of anything will vary, and may vary con- 
siderably, with its price; in other words, the demand at one 
price is different from the demand at another price. 

dearly, demand must mean demand per unit of time: per 
year or per month or per week or per day. For purposes of 
illustration we shall take the week as the unit, since most workers 
are p£d by the week and most housewives, therefore, plan their 
expenditure upon a weekly basis. 

Demand, it will be noted, is not the same as desire or need. 
Doubtless many people who cannot afford a motor car would 
like gne, and doubtless many children need more milk than they 
get, but unless desire or need is backed up by ability and tvilling- 
ness to pay it does not affect the volume of sales. The demand 
for a thing at a given price is the amount of it winch would in 
fact be bought at that price. 

2. DEMAND SCHEDULES AND DEMAND CURVES 
A full account of Jhe demand, or perhaps we can say the state 
of demand or the conditions of demand, for any good in a given 
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market at a given time should state what the (weekly) volume of 
sales would be at each of a series of prices. Such an account, taking 
the form 'of a* tabular statement, is known as a demand schedule. 

The demand for a thing depends upon many influences. Thus 
the demand for a consmneis’ good depends upon the munbers of 
the consuming population, their money incomes, their tastes, 
and the prices of competing goods, as well as upon the price of the 
good itself. A demand schedule is drawn up on the assjimption 
tiiat all these other influences remain unchanged. It thus at- 
tempts to isolate the influence exerted by the price of the good 
upon the amount of it sold: to show the amount sold as a 
“function” of the price of the good. 

We give below, by way of illustration, a portion of an imaginary 
demand schedule. We may suppose it to relate to the weekly 
demand for butter, sold retail, in Great Britain. In fact there are 
diflerent varieties and grades "of butter, as of most so-called 
“commodities,” sriling at diflerent prices, but we shall suppose 
that the butter, or grade of butter, to which our figures refer is 
homogeneous. We shall also suppose that the market is perfect 
and that transport costs may be ignored. We give only a part 
of the demand schedolc, partly because a complete schedule, 
showing the amount which would be bought at every possible 
price from zero up to the price at which sales fell to nil, tj^ould 
be far too long to reproduce, and partly because a price is un- 
likely to change very much in the near fiiture if the other influ- 
ences governing demand remain the same, so that as a rule only 
that part of the demand schedule in the neighbourhood of the 
ruling price is of practical significance. » 

At a price of 
d. 

15 per Ib. 10 million lb. per week would be demanded 
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The total consumers’ outlay per week on butter — ^that is, the 
weekly amount of money spent by purchasers and received by 
sellers in exchange for butter — can readily be found by multi- 
plying the price per 'unit by the number "bf units which would 
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be , bought at that price. Thus our, schedule shows that the 
.weekly consumers’ outlay at a price of isd. per lb, would be 
150 million pence; at I4d. per lb. ifftrould be. 182 million pence; 
at r3d. per lb. it would be l8a million pence; at rad. per lb. it 
would be 204 million pence; at ird. per lb. it would be aao 
jfiillion pence; at rod. per lb. k would be aio million pence; 
and at gd. per lb. it would be ig8 million p^ce. 


y 
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le total amouat of money which would be «j>ent per week at any price appears 
5 a rectangular area; thus the lectaogle shown represents xs x zy minion pence 
M 304 mtUioa peace (per nreek)r 

0 . * 

Our demand schedule consists of seven statements.' Each of 
these statements can be represented by a point in a system of 
rectangular co-ordinates. It is usual to measure amounts 
demanded (per week) along the Korizontal axis OX and the price 
per unit up the vertical axis OJZ A point which is at a height 
of lB(d.) above O on our vertical scale and is 17 (million lb. per 
week) to the right of 0 on our horizontal scale means that at a 
price of lad. per Ib. 17 million lb. a week would be demanded. 
We can reasonably assume continuity. For example, we can 
assume that if ai miXion lb. a week would be demanded at lod. 
-a ib^ and aa million at gd. a lb., then some intermediate amount, 
'greater than 21 mSlion but less than aa million, would be 
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demanded at gjd. a lb., and so on. Sn this assumption of 
continuity* we can join together the various points to form (a 
portion of) a*‘‘ demand curve.” . 

3. THE DIFFICULTY OF. ESTIMATING ACTUAL DEMAND 
SCHEDULES . 

It is easy to make up an imaginary demand schedule as we 
have just done for purposes of illustration. But it is by np means 
easy to make a good estimate of what the demand schedule ibr 
a particular good or service actually is. 

At any given time a particular conunodity has a certain price, 
and at that price a certain number of units are bought every day 
or .every week. The problem is to discover how many units 
would be bought if the price were different. This problem cannot 
be solved merely by collecting statistics of what has happened in 
the past. It may be, for example, that three years ago the price 
of the commodity was to per cent higher than at present and the 
volume of sales was 30 per cent less than at present. It does not 
follow, however, that if the price were raised’now by 10 pef cent 
the volume of sales would be reduced by 30 per cent. For the 
other influences governing the demand for this commodity are 
prob^ly different, and may be very different, to-day from what 
they were three years ago. For instance, during periods of pros- 
perity both the prices and the sales of many commodities are 
greater than during times of depression. But at any given morgpnt, 
whether times are good or bad, a rise in price will usually diminish 
the volume of sales. Statistics of prices and sales in the’ past can 
often throw some light upon the present state of demastd, but 
they should be used with great caution, and full allowance 
should be made for differences in such foctors as the size of the 
consuming population, their .money incomes, their tastes, the 
state of trade, and the prices of other commodities, at different 
times. The best estimate of the state of demand can offen be 
made by somebody in close touch rvith actual or potential pur- 
chasers who is aware of the alternatives open to them and-can 
therefore make a good guess as to how they would respond ' to a 
given increase or reduction in price. 

. It is often in the interest of certain l^siness men. Govern- 
ments, and others to make a good guess gt the prevailing state 
of demand for some particular commodity. Every seller who is 
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in a monopolistic position, in that he can fix his own prices, is 
confronted with this problem. WheAer the monopolist, in tins 
sense, is an aassociation of producers controlling tfie supply of a 
commodity such as tin or tea, or the manufacturer of a branded 
article, or merely the proprietor of a local cinema, he must be 
<ible to form a good estimate of the state of demand in order 'to 
know which price will give him the greatest profits. A Chancellor 
of 'the .Exchequer, in search of revenue, should form some 
estimate of the. st&te of demand for a commodity on w^ch he is 
intending to impose a new tax or to increase the existing one. 
For the yield of the tax will vary with the volume of sales, and 
the rise in price due to the tax may reduce the volume of sales. 
Some years ago a British Chancellor of the Exchequer increased 
the rate of tax on sparkling wines. This led to an increase in 
their price, and their sales fell off so much that the revenue 
yielded was less than it had been formerly, when the rate of tax 
was lower. In the next Budget the tax on them was reduced to 
its former level. Again, the makers of, say, agricultural machinery 
sold fnainly to wh&t-farmers will find it to their advantage to 
make an estimate of the state of demand for wheat. For instance, 
an unusually large harvest may reduce the price of wheat so 
much that the torn! amoimt of money received By wheat-farmers 
is considerably less than usual, causing their orders for machinery 
to fall off. 

Qur task, however, is not to estimate the actual demand 
schedule, at the moment of writing, for any particular com- 
modity, but to give a general account of how prices are formed. 
For that pmpose we need a clear idea of the nature of a demand 
schedule. Each statement made in the demand schedule, and 
represented by a point on the demand curve, refers to a different 
hypothesis. If the price of butter were tgd. a lb., 14 million lb. 
a we^' would be bought. If, alternatively, the price were iid. 
a lb., ao million lb. a week would be bought, and so on. In fact, 
of course, there can be only one price at any one time. The actual 
price is, let us say, isd. a lb. and 17 million lb. a week are bought. 
The demand schedule shows the state of demand, or the con- 
ditions of demand, at^the moment. If the price were reduced to 
ud. a Ib., sales would expand to 20 million lb. a week. But this 
would not be a change in the state of demand. On the contrary, 
sales would expand to exactly 20 million lb. a week, no more and 
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no less; only if the state of demand remained exactly the same. 
The demand schedule states how much would be bought at any 
giyen price. If the actual price changesj and the anysunt bought 
therefore changes also, as indicated in Ae demand schedule, the 
expansion or reduction in the volume of sales is due not to any 
change in the conditions of demand, which by hypothesis have 
remained the same, but to the change in Ae price actually 
ruling in the market. 

A demand schedule, to repeat, shows how much would be 
bought per unit of time at any given price, provided that the 
other influences governing demand remain unchanged. If these 
other influences change, the old demand schedule ceases to be 
valid and must be replaced by a new one which gives a true 
picture of the state of demand which now exists in the market. 

4. WHY MOST DEMAND CeiRVES SLOPE DOWNWARD 
Most demand cm-ves slope downward to the right throughout 
their length, although the slope may be m^ch steeper in^some 
parts than in otheis. This means that, unless something happens 
to change the state of demand, more will be bought at any given 
price than at any higher price; any rise in price will reduce the 
volume of sales, and any fall in price will expand the volume of 
sales, to a greater or less extent. We must now try to explain 
why this is so. ' 

The total weekly sale of a consumers’ good such as butter is 
composed of numerous sales of different amounts to different 
consumers. If the other influences governing the demand for 
butter remained the same, some consumers would buy more 
butter if its price per pound were lower and some would buy 
less butter if its' price per pound were higher. We can illustrate 
this by showing how each of six consumers. A, E, C, D, £, F, 
might respond to changes in price. ' . 
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At a lower price, soine customers (like A) might buy no morp 
tiian before, but some who bought none before (like B at a price 
of I4d. or qyer) would buy a little 'and others Would increase 
the amount they purchased. In order to explain why total sales 
would be greater at a lower price we must consider the behaviour 
el' an individual consumer, and the reasons for it. 

'We assume that our consumer has a fixed weekly sum of 
money to spend. (If money incomes changed, the state of demand 
would change.) He, or more probably she, must somehow decide 
in what way to spend this weekly sum. The more money he 
spends on butter the less is available for other goods. Hence his 
expenditure on butter can be said to reflect his scale of preferences 
as between butter and other goods. 

If we knew a person’s scale of preferences as between different 
consumers’ goods, we could predict exactly how he would 
distribute a given weekly expenditure among different goods, 
provided that we knew the price of each good. His scale of 
preferences is the quantitative expression of his tastes. 

Tlfe reader probably feels that the assumption that every 
consumer has a definite scale of preferences is not realistic. 
Let us consider some possible objections which may be urged 
against it. 

It, may be smd that a consumer’s purchases will vary with 
all kinds of circumstances, such as the climate or his state of 
health or the extent to which different goods are advertised. 
This is true. But we are regarding such a change as a change in 
his “tastes.” If the tastes of consumers change, the old demand 
scheduis no longer applies. We are considering why a given 
demand schedule takes the form that it does. 

It may be said that even if a man’s tastes remain unchanged 
he vrill not order a dinner exactly similar to the one he had 
yesterday. All this means is that we must consider a period 
sufificiently long to enable him to satisfy his desire for variety 
in such matters as diet. 

It may be said that part of his weekly expenditure tvill already 
be "earmarked” owing to decidons he has made in the past. 
For example, he may have contracted 'to pay a certain weekly 
sum as the rent of hi * house. But he is free to spend the rest of 
his money as he pleases, and if, owing to changes in other prices, 
he wishes to move into a more expensive or a less expensive 
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house, .the matter can often be arranged:* at the worst, he must 
wait until.his lease expires. 

It riiay be* said that so&e persons buy on behalf of others. 
Thus housewives buy food for their families, parents buy clothes 
and other goods for their phildren, and people may buy some 
goods to give them as presents to odiers. But this does not in the 
least affect our argurnent. In order to expl^ the formation of 
prices we do not need to delve into. the motives ofpurch^ers. 
We need know only how they will distribute.their expenditure 
when cdhfronted tvith any given set of prices. 

It may be said that few persons are aware of more than a 
portion of tlieir scale of preferences. It is improbable, for ex- 
ample, that many housewives have reflected upon how much 
butter they would buy per week .if its price fell to id. a lb. or 
rose to 5s. a lb., for there is no need to consider possibilities 
unlikely to arise. For that very reason we have used only a part 
of a demand schedule for purposes of illustration. But we must 
point out that our assumption is that a purchaser acts as if ht 
had a definite scale of preferences. It is just conceivable that a 
person might not be consciously aware of his tastes. Nevertheless, 
if he behaved consistently we could construct the relevant part 
of his scale of preferences by observing his actions. 

The above objections to our assumption, therefore, cairyjlittie 
or no -weight. If it could be proved that most people act irration- 
ally, in that they spend carelessly and impulsively, following no 
kind of plan or scheme, whether conscious or unconscious, , this 
would be a valid objection to our assumption. But in &ct most 
people do not behave like this. They cannot afford tQido so.' 
Their money incomes are so limited, relatively to their desires, 
that they are constrained to weigh alternatives and to think 
before they spend in order “to make the money go as far as 
possible.” 

Let us therefore consider a typical "rational” consumer, 
planning his expenditure. Suppose that. he, or she, is careful 
enough to think about the pennies as well as the shillings. Given 
the prices ruling in the market, his problem is to distribute his 
expenditure among different goods in such a way as “to get 
the most out of it ” from the standpoint of his own scale of 
preferences. He tvill try to purchase that assortment of goods 
which he most prefers, out of all the possible assortments which 



44 


ECONOMICS 


he could buy with the same money. If he succeeds, he will have 
arranged his expenditure in such a way that he would not 
willingly have spent a penny more on one good anfl a penny less 
on another. 

Another way of expressing this is. to say that he tries to get 
as much utility as possible from his weekly expenditure. The 
word “utility” has no moral significance, it may be that he 
would (jbtain more nourishment from his expenditure on food 
if he bought more of some foodstuff and less of others^ it may 
be that he would be more healthy if he spent more on food or 
exercise and less on clothes or amusements; it may be that he 
would be more efficient if he spent less on alcohol. But in order 
to understand the world as it is, we must study how people in 
fact behave and not how we think they ought to' behave. To say 
that one assortment of goods gives him more utility than another 
means nothing more nor less than that he prefers the former 
assortment to the latter.^ 

We must now introduce the important conception of the 
margin. If our cofisumer succeeds in distributing the limited 
amount of money which he has to spend in the way he most 
prefers, the marginal utility to him of a pennytvorth of any good 
which he buys will equal the marginal utility to him of a penny- 
wortji of any other good that he buys. If we take a penny as our 
unit, and he spends is. a week on butter, the marginal utility 
to ]|^im of a pennyworth of butter is the addition made to his 
total utility by consuming 12 pennytvorth of butter a -week 
instead of 1 1 pennyworth. We can say, speaking loosely, that it 
is the eKtra utility yielded by the last penny per week which he 
spends on butter: this statement is a little loose in that any 
pennyworth of butter is indistinguishable from any other penny- 
worth.. If he could get more utility by spending a penny less a 
week on butter (which could of course be done by purchasing 
butter* at slightly less frequent intervals) and a penny more on, 
say, tea, he has not solved his problem correctly, and, realizing 
this, he will tend to spend more on tea and less on butter. If he 
does maximize his utility, he will not wish to transfer a penny per 

^ Of coune a man's de^ions as to what he buys depend on his estimates of 
what the relative utilities m different goods sviil be to him. He may andeipate 
wrongly. For example, he may buy a theatre ticket and be disappointed with 
the play. But such a divefgence between expected utility and utility obtained 
is u^ikely with goods which he habitually buys. 
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week from any one good to any other.* For him, that is, the 
marginal jitility of all the goods that he buys (tal^g a penny- 
worth as Aeainit) will be equal. 

Now we must consider the so-called “Law” of* Diminishing 
Marginal Utility. This is a generalization arrived at by intro- 
spection and by observing ‘how people behave. It states that if 
a consumer, tvith Qven tastes, increases his fweekly) consumption 
of one commodity only, the marginal utility to him of that com- 
modity tvUl fall relatively to the marginal utility of other com- 
modities. And this will be still more marked if, m order to increase 
his consumption of tliat commodity, he reduces his consumption 
of other commodities, for this svill make their marginal utility 
to him rise relatively to tliat of the commodity in question. We 
state the Law in this lengthy way to avoid implying that absolute 
udlit)’ can be measured. The utility yielded by one good is 
always relative to the utilities yielded by other goods. A con- 
sumer can and does compare utilities — that is, the utilities of 
different goods to himself— although there is no way of measuring 
absolute utility. , , 

In so far as most persons’ scales of preferences do conform 
to this Law, we have an explanation of why most demand curves 
slope downward. A pven consumer, let us say, has equated the 
marginal utility of butter with that of the other goods that he 
buys. As things are, he tnll not buy more butter per week, for 
in order to do so he would have to spend less on something e£e, 
and he values the something else which he would have to^ve 
up more highly than the extra butter which he would acquire. 
But if the price of butter falls, the situation is altered. He can 
now get more butter for each penny than before. He tvill there- 
fore increase the amount of butter Aat be buys, thus reducing its 
marginal utility to him, until the marginal utility to him of the 
new enlarged “pennytvorth” of butter is the same as that of a 
pennyworth of anytliing else. Thus a fell in the price ofa com- 
modity svill usually cause more of it to be sold. Whether the 
total consumers’ outlay on the commodity will be greater or 
less than before is another matter. 

This concept of marginal utility, together svith the concept of 
opportunity-cost, explains why liic rclaliive values of different 
goods arc what they are. The preferences of each consumer 
determine how much of each good he wHl buy with any given 
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constellation of priced. He will distribute his expenditure in 
such a way that the marginal utility to him of a peni^yworth of 
one good is equal to that of a pemtyworth of any other good 
that he buys. At the same time, the price of each good will be 
just low-enough to sell the whole ^ount coming forward for 
•sale week by week or year by year. And the amount of any good 
coming- forward for sale depends on the n^ans of production 
'available and their alternative uses. If any means, or factor, of 
'production can produce something more valuable by mo-ving 
into another line it -vrill tend to do so. Thus an increase in the 
amount of one good coming forward for sale -will lower its 
relative marginal utility, assuming that all of it is sold, and will 
therefore lo-wer its value relatively to other goods. And a chsinge 
in tastes a-way from one good will similarly lower its relative' 
marginal utility and therefore its relative value, if the supply 
remains the same. , 

It must be remembered that marginal, and not total, utility 
varies with relative prices. Suppose, for example, that a con- 
sumer spends is. per week upon bread and is. per week upon 
periodicals. This does not mean that the total utility which he 
derives from the periodicals is equal to the total utility wliich 
he derives' from the bread. If he had to choose, he might prefer, 
say^i half the bread to all the pwriodicals. But the last penny 
wUcli he spends on periodicals -jdelds him as much extra utility 
tis the last penny which he spends on bread; if it were not so, 
he would spend more on bread and less on periodicals until each 
yielded him the same marginal utility. This concept of the 
margin, helps to expl^ what has sometimes been crdlcd “the 
paradox of value.” Bread, for example, is said to be more 
“useful” than jewellery: why, then, is it so much chftiper? We 
must look at the margin. A purchaser of jewellery may be 
spending so much already on food, dress, and other things, that' 
he-^f she — would rather spend, say, £^10 a year on jewellery 
than use 'some of that ,£'16 to'buy additional food, dress, and so 
on. If he had fo- decide between going completely without food 
and going completely rvithout jewellery, he would doubtless 
choose the latter. But this is not the kind of choice which in 
fact presents itself. PSbple ha-ve to clioose bctiveen a little more 
of this and 'a litde less of that or a little' more of that and a little 
less of this. They tentf to equate margin^; and not total, utilities. 
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THe unit of a conunodity, in this connection, must always be 
the amount which can be bought for a given unit of money, 
such as a ^nqy. To say that a consumer equalizes the marginal 
utility to him of bread and of milk does not mean , that the last 
loaf of bread per week yields him the same additional utility as 
the last pint of milk per we6k. A loaf and a pint are arbitrarj' 
physical units. To make a comparison, we must measure in 
terms of the limited resource” to be distributed among different 
uses ; in this case the limited resource is money, the different uses 
are different goods, and the appropriate unit is the pennyworth. 

The prices ruling on the market are the same for all consumers. 
Each consumer adjusts his purchases according to his own scale 
of preferences. The differences in the tastes of different consumers 
show themselves, therefore, not in the payment of different 
prices per unit but in the purchase of different amounts. 


S. EXCEPTIONAL DEMAND CURVES 
Some demand curves slope upward, indicatyig that more units 
would be bought at a higher price per unit, over part of their 
length. Of course, no demand curve slopes upward all the way 
— this would mean that the amount of rhoney spent on the^od 
would be greater, approaching infinity, if its price were higher. 

Sometimes people become more amdous to buy a commodity 
when its price has risen because they think its price will rise still 
further. This applies particularly to securities of the type dealt 
in on the Stock Exchange. But such a phenomenon is best 
regarded as a change in Che state of demand due to the change 
in -people’s expectations and not as a stable state of demand 
represented by an upward-sloping demand curve. 

Some wealhy consumeus may buy some goods, such as certain 
precaous. stones, mrunly because they have a high price, thus 
enabling their possessors to display their wealth. Such consumets 
may buy more of such goods at a higher price per unit. But as a 
rule the market demand curve for such goods, representing the 
combined demand of all consumers, will slope downward. . 

It may occasionally happen, however, that owing to the 
ignorance of consumers the volume of salfs will be greater if 
the price charged is higher. Thus it is said that a certain book 
of photographs -evas published just before The war of 1914 at 
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I os. 6d. and sold verj’ few copies. After the war, it was re-fcsued 
at a price of ,^^3 3s. and sold very well. Presumably consumers 
thought that a book of this kind which costs £2 3S,,m^t be worth 
having. Bbt such cases are infrequent. 

The most important cases of exceptional demand curves are 
/provided by commodities such as bread and potatoes. Over a 
certain range of prices it is quite likely that more bread or 
potatoes would be bought at a higher price. 

Bread satisfies hunger and provides energy more cheaply, 
containing more calories per peimyworth, than almost any type 
of fbodstufiT commonly consumed in the Western tvorld. Suppose 
.that, following a rise in its cost of production, the price of bread 
were to rise. If the prices of other goods remained the same, and 
money incomes remained the same, consumers would be worse 
off than before: their real incomes would have fallen. A con- 
sumer would find that the weekly sum of money which be 
usually allotted to fbodstuffii, mther thau to rent or other things, 
would buy less than before owing to the rise in the price of bread. 
If Jfc bought as ^uch of everything else as before, therefore 
spending only the same amount of money as before on bread, 
he would be getting a smaller quantity of bread than before, and 
if he were very poor he and his famil y might really go hungry, 
getting too little food to satisfy their bare physical needs. Con- 
frdbted with tlus situation, a very poor consumer might well 
'readjust the distribution of his expenditure, cutting down on 
some other things, including more appetizing but less nourishing 
foodstuffs, in order not merely to maint^ but actually to 
increase the quantity of bread he bought per week. That this 
might actually happen is suggested by the fact that a poor 
family ofren spends less on. bread when its money income in- 
creases, prices remaining the same.' Thus the demand curve foi 
two or three commodities such as bread may slope upward for 
part of its length. 

6, Elasticity of demand 

An important economic concept is that of elasticity of demand. 
This concept relates to the effect of a small change in price upon 
the amount demanded. 

The total amotmt of money .which would be spent upon a 
commodity at a git<:n price may be termed the total outlay upon 
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the commodity at that price. If two prices; close to one another, 
would induce consumers as a whole to make the same total 
outlay, the elaf ticity of demand between those two prices is said 
to be equal to unity. Thus our illustrative demand schedule has 
an elasticity equal to unity between i4d. and 13d., the tot?J 
outlay remaining constant at i8a million'pence. , •, 

If the total outlay is greater at the lower price, the elasticity 
of demand is greater than unity between the two prices. This 
is so between 13d. and 13d., the total outlay b^g 183 ftiillion 
* pence at vgd. and 304 million pence at lad. 

If the total ouday is greater at the higher price, elasticity of 
demand is less than unity between the two prices. This is so 
between i id. and lod., the total outlay being aao million pence 
at I id. and aio million pence at tod. 

Thus elasticity of demand may be difierent, and usually is 
different, in different parts of a demand schedule. The demand 
for any commodity ivill have an elasdcity less than unity beyond 
a certain point, since consumers will not be prepared to spend 
more than a certain proportion of their incomes upon any»one 
commodity, owing to the pressure of other wants; but of course 
the total outlay upon many commodities is in &ct well below 

such a TnaximiiTn . 

Fig. 1 sho\vs the relation between the price per unit and the 
quantity bought. Another way of representing the same (fata 
is to shinv the relatiqn between the to^ outlay and the amount 
bought. This is done, for our illustrative demand schedule. In 
Fig. 3. Here the price per unit is not shown directly. It can be 
obtained by dividing the total outlay by the number oj units 
demanded. For example, if OM units are bought, the total 

OR 

outlay will be OR (pence) and the price (per lb.) will be 

(pence). C 3 early such a diagram enables us to see at a glanee 
whether the elasticity of demand at any point is greater of less 
than unity. If the curve is rising (from left to right), it is greater 
than unity; if the curve is falling, it is less than unity; if the 
cturve is horizontal, it is equal to unity. 

Given the numbers and incomes and tastes of consumers, the 
elasticity of demand for a commodity in th# neighbourhood of a 
particadar price depends upon the possib^ties (as conceived 
by (xinsumeis) ■ of substituting it for other commodities, and 

3 — (BJ93) 
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conversely. Thus theMemand for beef may be very elastic over 
a certain range because a small fall in its price may. lead to a 
considerable substitution of beef for dther meat. The demand for 
orchids or diamonds may be very inelastic over a certain range 
if-buyers do not regard other jewds or flowers as close substitutes. 
Y 


250 


Total" 
Outlay 
(Million 
pence 
per week) 
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This shows that the notion that the demand for luxuries is elastic 
and- that for necessaries inelastic is not valid. 

. A further point is that many commodities arc capable of a 
variety of uses. Thus the demand for coal is the sum of the 
demands of blast furnaces, rmlways, ships, gas-works, electricity- 
works, factories, homes, and so on. A fall in the price of sucli a 
commodity may cause a large expansion in the amount demanded 
for some particular use. To revert to butter, over a certain range 
a fall in its price might considerably expand the demand for 
butter for cooking purposes. This, however, would take place 
at the expense of such flits as lard and margarine; cases of this 
kind "form no exception to our generalization that elasticity of 
demand depends upon the possibilities of substitution. 

NOTE 

The elastidty of demand at any price can be measured by 
the percentage incr^se in the amoimt demanded which would 
result from a fall of ^ per cent in that price; or, more generally, 
by the percentage increase in tlie amount demanded divided by 
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the (small) percentage faU in the .price.^ for example, if a fell 
of I per cent in price expands sales from 1000 to 1020, or from 
2000 to 2040, per unit of tiihe, the elasticity of demand at that 
price is q; if a fall of 2 per cent in price expands sales from 100,0 
to 1010, the elasticity of deiqand at that price is if a fell of 
J per cent in price expands sales from 50 to 55, the elasticity of 
demand at that price is 20. 

The result obtained by applying this method may be difierent 
finm that obtained by noting the change in total consuriiers’ 
outlay. S&ppose that a fell in price of lO per cent (from roo 
to go) causes sales to expand by to per cent (from 100 to rro). 
Elasticity of demand, measured by the above method, is exactly r. 
But total outlay has fallen (from too X too = to,oooto 90 X no 
= ggoo) . The divet^nce arises because the notion relates strictly 
to elasticity at a point and not over a finite range of price.® 

In order to show® how the elasticity of a demand curve at a 
point P can be measured, let us take another point P', on the 
same demand curve, just below P, and join the two points by a 
straight line which cuts the T axis in t and the^iT axis in T. • 

At a price of MP the amount demanded is OM. 

At a price of M'P' the amount demanded is OM'. 

Call PR, the fall in price, p. 

Call RP' the increase in sales, q. , 

The elasticity of demand is the proportionate increase in the. 


amount demanded. 


g 

OM 


, divided by the proportionate fell Ih 




q , p q PM q PM 

' 0 M~ PM^ 'OM^ ~J' ~ p^ 'OM 


The little triangle PRP' is similar to the large triangle PMT. 


Hence 


q_ MT 
p~ PM' 


Hence 


g 

P 


, ^ ^ ^ 

^ 0M~ PM ^ 0M'~ OM. 


^ We <nve this concept to Maishall (**Frindp]es of Economics,*’ p. 103). 

* On this airhole subject see *'Thc Diagrammatical Representation of 
Elasticity of Demand,” by A. V. Lemer, in The Miew of Economic Studiesy ^ 
Vol. I, No. I. He shows how this divet^encex^an be avoided by an appropriate* 
measure of “arc elasticity” (over a finite range of priae). 

^ Adapting the proof given by Marshall in his Mathematical Appendix. 



When the dbtance between P and P' is diminished indefinitely, 
the two points coincide and ' Tf becomes the tangent to the 
demand curve at P. 
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The etastfcity of demand at P = which is the same as 
OS TP . • 

St Pf 

Thus any straight-line deigand curve tT, cutting the T aids in 
t and the X axis in T, will vary in elasticity (however steep oi* ■ 



gentle its slope) from infinity at t down to zero at T. One-third 
of the tvay down its elasticity will be a; half-way down it will 
be i; two-thirds of the way down it tvilZ be i; and so on. 

Parallel demand curves -will have different elasticities at the 
same price; for example — 



O 


Quantity 


X 



ECONOMICS 


54 

If the elasticity of'demand is equal to unity at any price, so 
that total consumers’ outlay is alwa^'s the same, the demand 
curve trill be a rectangular hyperbola, such as ally of the curves 
below. 




CHAPTER IV 

PRICE WITH’ A FIXED DEMAND 
I. INTRODUCTION 

We shall how consider how the price of an]rthing is deteirmined 
if the state of demand for it remains unchanged week after week. 
Since we are taking the demand as fixed and given, the price 
tvill depend on the supply; that is, on the amount of it for sale. 

In ordinary speech the term “supply” may have any of several 
different meanings. It may mean the total stock in existence, 
The term is often used in this sense when the total stock cannot 
be incretised, or can be increa^d by only a small percentage 
during the next year or two. Thus the “supply” of Cezanne 
pictures may mean all the pictures ever painted- by Cezanne and 
still known to be in existence, and the world “supply” ofigold 
may mean the total amount of gold in existence, since the annual 
output firom the mines and rivers forms only a small percentage 
of that total. Again, the “supply” of anything which is currently 
produced may mean the normtil output per unit of time. Thus 
it may be said that the world’s supply of wheat is approximately 
so many million bushels a year. The term is more likely to be used 
in this sense if normally stocks are small, as are stocks of wh&t, 
compared with the annual output. But “supply” may also mean 
the amount offered for sale per unit of time. This is tire n^faning 
which is of most use in economic analysis, and which therefore 
we shall adopt. 

Supply in this, sense means supply at a price, for more may be 
offered for sale at one price than at another. The state of supply, 
or conditions of supply, can be represented by a supply schedule, 
which can be shown graphically as a supply curve. We must 
discuss Production and the Theory of Costs before we can tmder- 
stand .the 'influences which determine the quantity of any 
particular commodity which will be produced and offered for 
sale at each of a series of prices. For the present we shall take 
it for graiited that as a rule at any given time (or so long as the 
other influences' affecting supply remain unchanged) more 
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would be supplied at'any given price than at any lower price: 
that as a rule the supply curve slopes upward. The elasticity of 
supply is measured by the percentage increase iJt the amount 
supplied divided by the (small) percentage increase in the price. 
An illustrative supply schedule for butter is shown on page 58 
»and the corresponding supply curve is shown in Fig. g. 


h. PRICE. WITH A FIXED (WEEKLY) SUPPLY 

Let us suppose that a fi^d amount of some comfiiodity is 
produced and offered for sale every week. If the state of demand 
for it remains unchanged, there is no doubt what its price will 
be. At fiist there may be some small fluctuations in the price, 
but as the same conditions go on repeating themselves week 
after week the price will settle down at whatever level is 
just low enough to enable tha whole amount to be sold each 
week. 

Suppose, for example, that the commodity is butter and that 
the Conefltions of demand for it are those wUch we gave, in our 
illustrative demand schedule. If the amount of butter coming 
forward for sale each week is 17 million lb., its price will be is. 
per lb. At a higher price than is., some butter would remain 
unspld each week. This would lead to a growing accumulation 
of unsold stocks, and, before long, sellers anxious to get rid of 
their stocks would reduce their prices. Nobody would have 
anything to gain by holding stocks unless the wc^y amount of 
butter produced was expected to fall or the demand for it to 
increace; at first some seUeis might think that one of these things 
would happen, but after a time they would realize that they had 
been mistaken. At a lower price than is., more than 17 million 
lb. a week would be demanded. Some would-be purchasers — 
prepared to pay, if necessary, more than is. per lb. — ^vyould be 
unable to buy. At first this in%ht lead to queues of would-be 
purchasers lining up in front of the shops (as in Great Britain 
early in igi8 and in Germany during the post-war German 
inflation) in order to buy before the shop was sold out, but 
sellers would soon realize the situation and would raise their 
prices. The only prfee at which all the butter would be sold, 
and at which everybody could buy as much as he were prepared 
to pay for, wotild be is. per lb. This would be the “equilibrium” 
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price, for it would equate the amount den&nded and the amount 
offered fw sale by restricting the (weekly) demand to the 
(weekly) supply available. * 

If the amount coming forward for sale each week were only 
13 million lb., the price wopld settle down at is. ad. per lb., for 
this price would be just high enough to restrict the amoudt 
demanded each we^ to 13 milli on lb. 

' When the weekly amount coming forward for sale is always 



the same, whatever the price, the supply curve is a vertical 
straight Une, such as in the diagram above, and the eqiuli- 
brfum price- will be that at which the fixed demand curve cuts it. 

3. PRICE WITH A VARIABLE (WEEKLY) SUPPLY 
Let us now suppose that the amount coming forward for sale 
. is not the saihe every wedc. If nothing happens, such as a change 
in production costs, to cause a permanent change in the con- 
ditions of supply, -variations in the weekly arSount coming forward 
can be due only to temporary influences, such as changes in die 
weather. The question .then arises whe^r the commodity can 
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be stored without detSrioratmg. If, like strawberries, it cannot 
be kept more than a day or two without going bad, sych chance 
variations in the amount coming forivard will exerdse their full 
effect upon the price. But if it can conveniently be stored, an 
increase in the amount coming forw^d vrill not reduce the price 
flO much. After the price has been forced down some distance 
by the increased supplies, some sellers will thiyk it more profitable 
to store their goock than to sell them at the relatively low price 
prevailing. They will know that the average amount coming 
forward each week is unlikely to change, so that a largef amoimt 
than usual this week is likely to be followed by a smaller amount 
than usual next week or the week after; or they may have good 
reason to believe that the amount coming forward will be less 
in the near future. They vnll therefore hold stocks until the price 
rises again towards, or above, the “normal” price, hoping that 
this will more than repay them the various costs of storage. 
In this way they make fluctuations in the supply, in the strict 
sense of the amount actually offered for sale, and Aerefore in the 
prictr, less than th» fiuctuadorts in the weekly amount coming 
forward.^ 

Let us suppose that the relevant portion of the supply schedule 
for butter is as follows — 

At a price of 


d. 

15 per lb. 25 million lb. per 
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17 
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ft 

12 
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99 

B 


iveek would be supplied. 


A rise in price would have a double efiect. It would lead to 
a smaller quantity than before being demanded and a greater 

^ An illustration -of this is afforded by the Meat Board of New Ze^and, or 
indeed of any important overseas meat-e:q}oiling coimtfy. Shipmrals of meat 
from New Zealand may arrive in London at irregular intervals. It was thought 
that, in the past, the ptiix of imported meat on Smithfidd Market was unduly 
depressed when new shipments arrived and were offered for sale. The meat 
producers, partly for this reason, formed a Board to dieir meat for them- The 
Board owns premises ne^r Smithfield, equipped with re&igerating apparatus, 
in which meat can be stored. When , the Board thinks that the prevailing 
prices are too low, owii^' to a temporary increase of supplies,' it withholds 
meat from sale in the hope that prices wili subsequently become higher. 
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quantity than before being produced* and offered for sale. 
Conversely, a fall in price would bolli expand the amount 
demanded and reduce tl!e aihount supplied. Nevertheless, if 
the conditions of supply and the conditions of demand both 
remained unchanged, the,price would still. setde down at. is. 
per lb. For this is the equilibrium- price at which the amoilbt 
demanded equals fhe amount offered for sale week by week. It 


V 
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appears in Fig. g as the point at which the supply curve ^luts the 
demand curve. 

It should be noted that the demand curve represents one set 
of forces and the supply curve another set. Each- curve is quite 
independent (as a ^e) of the other. The price represents the 
equilibrium between the two sets of forces. • 

If there is a change in the forces governing supply, the old 
supply schedule will no longer, represent the prevailing conditions 
• of supply, and must be replaced by one which does. Demand 
r em a inin g the saihe, the new supply curve will probably cut the 
demand curve at a different point from 4e old one; tniat;is to 
say, a change in the conditions of supplj^will probably lead to 
a change in the equilibrium price. 
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under the new conditions of supply, more will be offered 
for sale at any given price than before, tins is termed “an 
increase of supply,” and the equilibrium price will be lower than 
before. Conversely, if less will be offered for sale at any pveh 
' price than before, this is termed “a decrease of supply” and the 
equilibrium price will be higher than before. For example, if 
supply increases, the new supply schedule might be as foUovra — 
At a grice of 

• 

d. 9 

15 per lb. 40 million lb. per wedc would be supplied. 
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The new equilibrium price, deihand remaining the same, would 
be lod. per lb. 

If supply decreases, the new supply schedule might be as 
follows — 

At a price of 

d. 

15 per lb. 17 nuUion lb. per week would be supplied. 
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The new equilibrium price would be is. ad. .per lb. 

There is no reason why the new supply ctuve should be exactly 
parallel to the old. But if a tax is imposed on the sale of the 
commodity, sellers having to pay a fixed sum of money for every 
unit they sell, this can be represented by a “new” supply curve 
parallel to the old. The “new” curve is simply the old one 
shifted to the- left. Thus if sellers of butter had to pay id. per 
lb. tax;, the amount which would now be supplied at a market 
price of IS. ad. per lb. would be only ig million lb. a week, for 
this is the amount wSich would be supplied at a net price of 
IS. id. a lb. and the^ market price of is. ad. represents a . net 
price to the sellers of only is. id., since they must pay id. of it 



PRICE WITH A FIXED DEMAND 


6i 


to the Government as tax. Similarly, the amount now supplied 
at IS. id,, would be 17 million lb., for tbis is the amount which 
would be offered for sale’at is. net per lb.; and so on. If the 
demand curve slopes dotvnward, the market price tvill not rise 
above its old level by the full amount of the tax. How much it 
will rise depends on the dasticities of supply and demand. * If 
demand is very elastic, the demand curve being nearly horizontal 

Y 



in the relevant portion, the price will rise very little; if demand 
is very inelastic, the demand curve being nearly vertical, the 
price will rise by nearly the full amount of the tax. If*5upply 
is very inelastic, the price will tend to rise very little; if supply is 
very elastic, the price will tend to rise by nearly the full amoimt 
of the tax. 

The diagram above shows how a decrease of supply, the old 
supply curve being SS and the new ont S'S', raises the price 
fixim OP to OP', reducing the amount demanded and supphed 
from OM to OM'. It will be noted that S' the change in supply 
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is due to tlie imposidon of a tas t on each unit sold, the new price 
OP' will not exceed the old price OP by the full amount of the 
tax. For convenience we have shotm both the cur\ts as straight 
•lines. 


4. PRICE WITH A FIXED STOCK 

The stock of some things cannot be increased. Thus there may 
be exacdy a thousand copies in existence of the first edidon of a 
pardcul^ book. More copies could be printed, but they would 
not be genuine first edidons. The stock of some things is finlikely 
to be increased, and can be assumed to be fixed. Thus there may 
be exacdy one hundred thousand ordinary shares of a pardcular 
company and, unless the company decides to increase its ordinary- 
share capital, no more shares tvill be issued. Again, some things 
which are currendy produced are very durable, like houses, 
and — especially if they take a considerable dme to produce — 
current output may form only a small propordon of the existing 
stock. In so far as the existing stock cannot be appreciably 
increated in the near future, it can be assumed to be practically 
fixed for the time being. 

Dealers or speculators may buy such things in the hope of 
selling them subsequendy at a profit, but ultimately the demand 
for them comes &om people who tvant to possess them or to use 
th;m. Thus the demand for houses comes, iddmately, fiom those 
who want to live in them. Throughout this chapter we are 
supposing that the state of demand does not change. If tliis is 
so, speculators for a dme may buy and sell to one another, but 
there wjU be no profits for speculators as a whole, and after a 
time it tvill probably be realized that demand is not likely to 
increase, and this will make speculation die dotvn. We shall 
therefore consider only the ultimate, and not the speculative, 
demand. 

Om 'problem is to explain what determines the price per 
unit of a fixed stock if demand remains unchanged. Of course, 
if the difierent units are not hoinogeneous, they may have 
Afferent prices. One house may sell or rent for less than Mother 
which is larger or more attractive or better situated;- the two 
“houses” are really Oifferent commodities. But if different 
houses are fairly dos^ substitutes, so that their prices tend to 
rise and fall together, our explanation- will apply to what may 
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be termed “the general level” of-house'prices. We shall'take 
as our illustratibn the thousand copies of the first edition of a 
particular book, assuming £hat any copy is indistinguishable firom 
any other and that the market is practically perfect. 

Under these conditions tiiere will be only one price for a copy 
of this first edition. But afier a time no transactions, will take 
place. Everybody jwho would be prepared to sell at that price 
will already. have sold; everybody who would-be prepared to 
buy at that price will sdready have bought; and, by hypothesis, 
the statS of demand remains unchanged. The “price” would 
thus be the price which any possessor of a copy could get if he 
chose to sell it. 

Every owner of a copy is a potential seller, but there is a price 
below which he will not sell. This price may be called his "re- 
serve” price. If his reserve price were £^100, and his copy were 
put up to auction and the highest bid made tvas he himself 
would bid 103. rather than part with his copy. - Of course, 
different owners have different reserve prices, and if a man owns 
several copies he might be prepared to sell one copy more 
cheaply than a second, and so on. 

Now let us go back to the time when transactions in copies 
were taking place, before the price settled down. Each owner of 
a copy at that time had his reserve price. Assuming th^t he 
would have been prepared to sell at his reserve price, we cou]d 
construct a supply schedule firom these reserve prices. Sup;gose 
that the highest reserve price is that of A, say £soo; that the 
next highest is that of B, say ,£'190; that the next highest is that 
ofC, who wants at least ifi 85; and so on. Suppose that tjie low- 
est price is that of Z, who wants only £50; the next lowest is 
that of Y, who wants only ,{^55; and so on. The supply schedule 
would riidw that at- a price of £50 one copy (that of Z) would 
be offered ibf 'Sale, ’at a 'price of £55 two copies (those.iof Z and 
Y), and so on, concluding by stating that at ,^185 998 topics, 
at £190 999 copies, and at £soo the whole thousand copies, 
would be offered for sale. 

Against this supply schedule We could set' a demand schedule 
made up of the demands of all 'those who did not possess copies 
or who ■wish to buy additional, copies.' The equilibrium price 
could be shown oh a diagram as the poii^ at which the supply 
curve cuts the derhand' curve. 
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Adother way of discovering the equilibrium price would be 
to lump together the reserve ptic^ of the various owners and 
the demand prices of the woidd-be purchasers to dorm a com- 
bined demand schedule. For the reserve price of a potential 
seller (or, more strictly, a fraction below it) can be regarded as 
tife price at which he “demands” his own copy. 

Suppose, for example, that the would-be buyer with the highest 
demand price is A', who would give £200, the next highest 



deman^ price is that of B', who would give £igB, and the next 
highest is that of C', who would give £190. The combined 
demand schedule would begin by saying that at a price of ^£200 
two copies would be demanded (one by A and one by A'), at a 
price of ;£ig8 three copies (by A, A', and B'), and at a price 
£190 five copies (by A, A', B', G' and B). But there is no 
reason why any of these should pay such a high price, for there are 
plenty of sellers willing to sell for less. If the market is perfect, 
the price will settle down at the level just low enough to enable 
all the thousand copies to find permanent homes. This is 
shown in the above ^gram. The vertical line SS represents the 
fixed stock of a thousand copies. The curve DD represents the 
combined demand sSiedule. The price, OP, will be that at 
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which DD cuts SS. It is obwous that if the fixed stock was 
smaller, the equilibrium price would be higher,- and that if the 
fixed stock was greater, the equilibrium price would be lower. 
Given the state of demand, the price tvill depend on the size of 
the fixed stock — diagrammatjcally, that is, on -the distance fi-om 
0 of the vertical line SS. . 



CHAPTER V 

CHANGES IN DEMAND 

I. INCREASES AND DECREASES OF DEMAND 

• 

We have seen that although the state of demand for a good may 
remain unchanged, a fall in its price, due to an increase of supply, 
will probably cause the volume of sales to expandt This is ' 
sometimes termed an “extension” of demand, the term “in- 
crease” of demand being reserved for a change in the state of 
demand, more being bought at any given price than would 
have been bought before at that price. In the same tvay the term 
“contraction” of demand is employed to denote that sales fall 
off not because of a change in. the state of demand but because 
of an increase in the price, and the term “decrease” of demand is 
reserved for a change in the state of demand, less being bought at 
an)»given price than would have been bought before at that price. 

An increase or decree of demand, in this sense, means that 
the conditions of demand have changed. The old demand 
schedule no longer gives a true picture of the state of demand 
an^ must be replaced by one which does. Instead of a movement 
^long the existing curve — an extension or contraction — the old 
curve is replaced by a new one. Thus, if an increase occurred 
in the demand for butter, the old demand schedule, given on 
page 37, might be replaced by the follo'sving one — 

At^ price of 
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ts per lb. 30 million lb. per week would be demanded. 
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An increase in the demand for anything would tend to raise 
its price; if the conditions of supply remain the same, it will 
raise its price. Thus if the supply schedule for butter remains as 
shotvn on page 58, <he new equilibrium price, after the market 
had adjusted itself^o the above increase in demand, would be 
IS. 3d. per lb., for this is the price at which the amount coming 
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forward for sale each week, namely as million lb., would equal 
the amount- bought. In the^ foDowing diagram an increase in ' 
demand is reprteented by a shift of the demand curve from Z)D 
to raising the price from OP to OP', and increasing the 
quantity sold from OM to OM'. A decrease in demand will of 
course have the opposite eiiect. ’ 

This chapter discusses the main influences aflecting demand; 
it points out the main types of change likely to lead to an increase 
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or decrease in the demand for any particular good. We shall 
have in mind mainly consumers’ goods, but most of our general- 
izations about demand and supply apply to anything whiciPhas 
a price. The demand for goods and services bought by entre- 
preneurs tends to vary with the demand from consumers for 
the consumers’ goods which they help to produce. For example, 
a decrease in the demand for cotton dothi^ tends to be refleqjed 
in a decrease in the demand for raw cotton. 

2. CHANGES IN THE AMOUNT OF MONEY 
A change in the amount of money rvould usually lead to various 
other changes. It is unlikely that the relativ# prices ofdifierent 
goods would remain the same; and it is unlik^fy that the general 
levd of prices would rise or fall in exactly the same proportion 
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as that by which the amount of money had been increased or 
diminished. But we must defer our discussion of monetary 
changes to a much later chapter. For the present*we shall regard 
money simply as a counter which fadlitates the exchange of 
goods, and we shall merely compare two equilibrium situations' 

• which differ from one another only in the quantity of money 
available, without attempting to discuss the transition from the 
one situation to the other. 

Let us assume that the Swiss franc is aoj to the £ and the 
French franc is over 176 to the £. Suppose that, aS a matter 
of convenience, the Swiss Government tvished to reduce the 
value of the Swiss franc to about the same level as the French 
franc. It might decree that in all contracts made in terms of 
Stviss francs the number of Swiss francs stated should be multi- 
plied by 8 ; new types of notes might be printed and new types 
of coins struck, and everybod^kpresenting notes or coins of the old 
type at the banks might be given ei^t new Swiss francs for 
every old Swiss franc which he handed in. Such a change might 
take place quickly and with very little disturbance. TOie same 
quantity of each good as before might come forward week by week 
for sale but all prices (except the rate of interest) would be eight 
times as high as before, for consumers would have eight times as 
nmch money — eight times as many counters as before — to spend. 

• A change of this land, on a for more spectacular scale, occurred 
Y^hen the German mark was stabilized at the beginning of 1924. 
The quantity of money in Germany had been vastly increased 
in the previous years by the issue of paper notes, and in the latter 
pai> of 1923 the prices of most goods in Germany .r^ into 
billions of marksj it took 20 billion marks to buy ,^1 sterling. 
When the mark was stabilized, one new mar k was given in 
exchange for a billion old marks, which ceas^ to be legal tender, 
and prices fell to about one-billionth of their, previous level. . 

Some years ago, the prices of most things in France were 
about seven times their pre-last-war level. This was mainly 
because there was about seven times as much money in France 
as there was before the last war. But this increase in tiie quantity 
of francs took place over a number of years, and was not a 
change of the tyfe supposed above, made overnight with a 
stroke of the pen.. Hence it was accompanied by other changes 
which we caimot here discuss. 

It is money which is offered in exchange for goods, and hence 
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an increase in 'money incomes and in the money values of assets 
is likely to lead to an increase in the demand for goods and thereby 
to raise their ptices. If we can imagine two societies which are 
similar in all respects except that the quantity .of money is twice 
as great in one as in the other, all money incomes and priced 
would be tsnee as high in the former as in the latter. 


3. CHANGES IN REAL INCOM? 

The “rCal” income of a person consists of goods and services 
which he can buy with his money income. Dming a period of 
depression an increase in the amount of money may sometimes 
promote recovery and increase real incomes by leading to the 
employment of men and resources previously idle. But this will 
by no means altvays happen, even in a depression; it is unfor- 
tunately impossible to increase real income whenever desired 
by simply printing more paper notes. The main way in which 
the real income of a community increases is by the progress of 
technique. Inventions and di^overies imprfcve the state* of 
technical knowledge, and their application to industry and trade 
enables more to be produced thsui before with the same amount 
of labom: and other resources. 

Increases in technical knowledge change the conditions .of 
supply. For example, the last twenty years or so have witnessed 
continuous improvements in the technique of manufacturing 
motor cats. New and improved models have been put on the 
market, and costs of production have tended downward. The 
supply schedule for motor cars has been changing; at any stated 
price more cars of a given type would be produced and offered 
for sale to-day than some years ago. It may be thought, therefore, 
that changes in real income due to technical progress should be 
discussed imder the heading of changes in supply and have no 
place in the present Chapter, which deals tvith changes in demand. 
But this is not so. Many changes affect both the conditions of 
supply and the conditions of demand, and the progress of 
technique is a conspicuous case in point. 

Let us suppose that the real income of a typical consumer 
increases by about 10 per cent, and thatfhis tastes remain 
unchanged. It is most unlikely that he will distribute his etqjen- 
diture over different goods in the same proportions as b^ore. 
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It is most unlikely, that is to say, that he tvill buy just lo per 
cent more, in amount, of every good which he bought previously. 
It is probable that he tvill increase his purchases of some goods 
by more- than lo per cent and of others by less than lo per cent. 
He may diminish the quantity of. some goods which he buys, 

* or may even cease to buy them at all ; and he may now purchase 
goods which previously he did not buy at all. His scale of pre- 
ferences, we suppose, remains the same, but a change in his real 
income alters some, or all, of his demand schedules ibr different 
goods. 

In fact, a change, such as the progress of technique, which 
leads to a general increase in real incomes is likely to change the 
supply schedules for different goods. But for the moment 'let us 
suppose, in order to concentrate upon the part played by demand, 
that there has been a general and uniform progress in technique, 
accompanied by an increase in the quantity of money sufficient 
■ to raise the money incomes of consumers and to leave supply 
schedules unchanged. We can then obtain a fairly good notion 
of tiow demand Will change by observing how the expenditures 
of families at one level of income differ from those of families at 
another level. People certainly differ in tlieir individual tastes, 
but they are sufficiently alike to warrant the deduction that if a 
whole group of families had their incomes raised to. a higher 

• level they would spend them in much the same way as families 
r^ready at that level do in fact spend theirs. 

Thus it seems feirly certain that if people’s incomes increased, 
the proportion of their incomes which they spent on food would 
dimkiish and the proportion which they spent on bread would 
considerably diminish. For example, the inquiry conducted by 
the Ministry of Labour into working-class budgets in Jhe United 
Kingdom in 1904 gave the following results — 
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, Much the same applies to rent. ThuS the New Survey of 
London Life and Labour feund that in East London the per- 
centage of family income s^ent on rent fell from si -4 per cent 
out of an average weekly income of 43s. to 6-1 per cent out of an 
average weekly income of 230$. Arise in the incomes of “middle- 
class” frimilies often leads to a greater increase in their e3^■■ 
penditure on such .items as furniture, education, travel, and 
amusements than in thdr expenditure on food, dothing, and 
housing. . 

We should beware of drawing too precise condusions from 
the many inquiries which have been made into family expendi- 
tures. For example, it does not seem true that the proportion 
spent on rent falls steadily as income increases. Over a certain 
rai^e of incomes (for example, loos. a week to 150s. a week in 
East London) an increase in income may lead to little, if any, 
increase in the amount of money spent on rent. People may keep 
the same house or flat or rooms as before. Beyond that range, 
the dedre for sodal distinction may cause an increasing propor- 
tion of additional income to be spent on rent. 3 'he net result cnay 
be a continuotis fall in the percentage spent on rent as income 
increases, but the rate of fall tvill not be regular. Again, the fall 
in the /er ea/iila expenditure on meat which has been going on 
for a number of years in the United States may be due p^ftly 
to the general upward trend of real income and partly to a 
growing change in tastes away from meat and towards fruit 
and vegetables. 

It seems fairly certain, however, that when a person’s income 
rises he will tend to substitute what may be termed ‘'supgrior” 
goods for cheaper but inferior goods which satisfied the same 
kind of need. Thus he may substitute butter for margarine, fresh 
milk for powdered or condensed milk, and hats for caps. He 
may actually spend less money on these inferior goods than 
before; indeed, he may cease to buy them at all. He will Vnd 
to increase his expenditure on the more appetizing kinds of 
foodstufls, such as fittit and vegetables and dairy produce and 
meat, more than on such things as bread and potatoes; If the 
rise in his income is suffident, he may buy goods which he could 
not previously afford at all. Thus he may pgu-chase a motor car 
(which will mean that in the future he will be a consiuner of 
petrol and may spend less than before on journeys by rail or 
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tram or bus) or a re&igerator or a wireless set. This will not 
necessarily indicate a change in his tastes; it 'mil happen simply 
because he can now satisfy his wants more fully. • 

Thus a rise in real incomes 'will tend to increase the demand for 
goods previously regarded as luxuries or semi-luxuries -more 
•fhan for goods of an “inferior” type. The percentage increase 
in a person’s demand for a good due to a i,per cent increase in 
his real income, or, more generally, the percentage increase 
in the amount demanded dmded by the percentage increase in 
his income, is sometimes called his “income-elasticity oraemand” 
for that good. 

4. CHANGES IN POPULATION 

Other things remaining the same, the total demand for any 
good 'will obviously vary with the size of the consuming popula- 
tion. But other things arc not likely to remain the same. 

If the population of a country increases oiving to immigration, 
the immigrants tvill probably have somewhat different tastes 
from the others. Thus the demand for foods particularly desired 
by the iimnigrants — such as certain foodstufis to which they arc 
accustomed — ^will increase more than the demand for other 
things. 

4>part from migration, the population of a country changes 
.through births and deaths. A country whose population is 
ino-easing rapidly tvill have a h4[h proportion of (diildren and a 
low proportion of old people; a country whose population is 
declining or tending to decline 'will have the opposite. Most 
Westtm countries are now in the latter position. Thus in Great 
Britain in 1937 about 23 persons out of every 100 were under 
15 and some 13 were over 60. In 1967 probably only about 10 
persons out of every 100 'will be under 15, whereas about 23 'wUl 
be over 60. Clearly a change of this kind 'will increase the 
denfand for things wanted mainly by elderly people, such as 
invalid port and artificial teeth and bafo chairs, and -^vill decrease 
the demand for things -wanted mainly by children, such as peram- 
bulators and toys and bread. 

An increase in the number of persons of marriageable age 
(which may come sfoout -without any change in the total size of 
die population) -wi^ lead to an increased demand for hounng 
and furniture. 
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S; CHANGES IN THE DISTRIBUTION OF WEALTH 
A person’s power to demand depends on the size of his income 
and of his assets, in so fiir as he is prepared to sell 'assets, or to 
borrow against them, in order to spend the proceeds. A man who 
spends £aooo a year exerts ten times the “pull” on the market* 
of one who spends vnly £soo a year, for one man’s pound is as 
good as another’s. Hence, if some people become more wealthy 
arid others less wealthy than before, the demandffor various goods 
and services is likely to change. For it is unlikely fliat the former 
will distribute their additional expenditure in exactly the same 
way as the latter used to distribute the expenditure which now 
they can no longer make. The demand for goods on which the 
former increase their expenditure is likely to rise and the demand 
for goods on which the latter cut down their expenditure is 
likely to fall. • 

Suppose that, by taxing the rich and subsidizing the poor, a 
society makes the distribution of wealth among its members 
much less uneven than it was. The dcmand’fbr things boflight 
mainly by the very rich, such as luxurious cars and mink coats 
and pearls, will fall. So will the demand for things bought 
mainly by the very poor, such as cotton stockings and horse-meat. 
On the other hand, the demand for things which the poor used 
to regard as semi-luxuries tvill increase. 


6. CHANGES IN THE STATE OF TRADE 
Fewer men and resources are unemployed, output is grater, 
total money income is greater, and the demand for nearly 
everything is greater, as a rulc^ during a period of good trade 
than during a period of depresaou. If prosperity is expected to 
continue and possibly to increase, the demand for producers’ 
goods is likely to increase more than the demand for consumers’ 
goods. Entrepreneurs will anticipate good or rising profits, and 
will therefore increase their orders for plant and equipment- and 
for raw materials and intermediate products. 

The opposite will happen if trade is bad and is expected to 
remain bad or to become worse. The' deitiand for producers’ 
goods will fall off more than the demand for consumers’ goods. 
Consumers, bong on the whole poorer than before, will tend to 
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reduce their expendiuire on durable consumers’ goods such as 
furniture and household appliances. 

7. CHANGES IN OTHER PRICES 

The state of demand for a particular good may change because 
the prices of other goods have changed. If two goods are fairly 
close substitutes, a fall in the price of one 'is likely to decrease 
the ddinand for the other, and conversely. For example, if an 
increase in the amount of mutton coming forward for sale causes • 
its price to fall, a number of housewives and others may buy 
mutton rather than beef and the demand for beef may decrease. 
On the other hand, if two goods are jointly demanded, being 
used together in more or less constant proportions, a fall in the 
price of one is likely to increase the demand for the other. For 
example, a fall in the price of motor cars will tend to expand 
their sales, thus leading to an mcreasc in the demand for petrol. 

These generalixations apply also to goods and services bought 
by producers. TTius a rise in the wages of a particular kind of 
labour may induce the employers concerned to replace some of 
that labour by machinery, so that the demand for such machinery 
may increase. 

8. CHANGES IN TASTES 

• 

• The tastes of consumers may change for all kinds of reasons. 
Vie shall not attempt to explain the vagaries of htshion, which 
decrees at one time that women’s hair shall be short, thus 
decreasing the demand for hair-pins, and at another time that 
woman’s dresses shall be longer, thus increasing the demand for 
dress materials. Before the war of 1914, the preparation of 
ostrich and other feathers for women’s hats was a flourishing 
industry in Paris; after the war feathers were out of fashion. 
In England, straw hats were worn at one time by most men in 
the summer: where are they now? 

It is almost as difficult to explain changes of tastes in matters - 
of diet. There seems little doubt that during recent years the 
British demand for beef and veal has fallen relatively to. the 
demand for mutton and lamb and for -bacon and pork. Is this 
because fewer familfes want big joints nowadays? It seems to be 
due mainly to a general change in tastes about which nothing 
can be said. 
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For convenience it is usual to include changes in demand 
arising from external circumstances such as changes in the 
weadier under the general heading of “changes in tastes,” for 
they do spring from a change in scales of preferences, although 
we know well enough whatjias brought about this change. Thus 
an increased demand for umbrellas may be due to a wet summef 
and an increased demand for refrigerators and cold drinks to a 
hot one. Progress in medicine and allied science may .lead to 
changes in demand. People may spend more time sun-bathing, 
and inefease their expenditure on sun-tan oil; they may buy 
more of certain foods because it becomes knotvn that they 
contain vitamins. 

Advertising and propaganda may lead to changes in tastes. 
People may drink more milk or eat more fruit or “buy British” 
because they are constantly urged to do so ; and the demand for 
patent' medicines and other branded articles is almost entirely 
the result of advertisement. 



CHAPTER VI 

DEMAND, SUPPLY,” AND PRICE 
1 . CHANGES IN SUPPLY 

For the momentewe can give only a brief preliminary account 
of the influences affecting supply. 

The cost of production of a commodity is composed of the 
prices of the various factors, including raw materials and inter- 
mediate products, used in producing it. A rise in the prices of 
some of these &ctors will increase costs and thereby change the 
conditions of supply. The supply curve vnU shift to the left: at 
any g^ven price less will be produced and offered for sale than 
before. For example, during 1936 and 1937 the rise in the prices 
of timber, steel, and other materials changed the conditions of 
supply of such goods as houses, ships, and motor cars in this way. 
Of comsc a fell in factor prices will have the opposite effect. 

Taxation imposed on output or sales, or on the possession or 
use of factors of production, will have the same tendency. An 
example of this has already been given. 

* An improvement in technique, which enables any given 
quantity of a commodity to be produced or marketed at a lower 
cost than before will have the opposite efiect. 

The conditions of supply may be altered by such things as 
changes in the weather, &es, floods, dust-storms, and earth- 
quakes, although such changes are often only temporary. Suit- 
able weather conditions may lead to a large wheat harvest and 
thereby increase the supply of wheat; the destruction of steel- 
works by fire or by bombs tvill decrease the supply of steel. 

The effect upon price of changes in supply, supposing demand 
to remain the same, was discussed in Chapter IV. 


2. CHANGES IN BOTH SUPPLY AND DEMAND 
Many changes wi 5 affect both the conditions of supply and 
the conditions of demand. We have seen that an increase in the 
amount of money which brings about a rise in money incomes 
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will increase demand, but clearly it will'also affect costs. The 
money which a wage-eamer receives for bis work is income from 
his standpoint but from tfie standpoint of his employer it is a 
cost. Improvements in technique tend to increase Ae supply 
of the goods in question, apd we have seen that, by increasing 
real incomes, they lead also to changes in' demand. If a par* 
ticular kind of labour obtains .'.higher wages, this will tend to 
raise the costs of whatever it helps to produce, and at the same 
time will increase the power to demand of the viorkers concerned. 
Indeed, It can be urged that any change will have repercussions 
throughout the economic system. But often these repercussions 
are so slight that they can safely be neglected. 

Again, it often happens that over a certain period something 
occurs to change the conditions of supply of a commodity and 
something else occurs to change the conditions of demand 
for it For example, an improvement in the technique of manu- 
facturing motor cars may coincide with an increase in the 
demand for motor.cars due, for instance, to a rise in real incomes 
or a change in the distribution of wealth. * * 

If an increase in supply is accompanied by a decrease in 
demand, the price of the good will faU, and if a decrease in 
supply is accompanied by an increase in demand, the price of 
the good will rise. But if an increase in supply is accompanied 
by an increase in demand, or a decrease in supply by a debrease 
in demand, we know that output and sales will tend to ettp^nd 
in the former case and to contract in the latter, but we carmot 
say a priori what will happen to the price. 

. After the period of transition is over, and both producers and 
consumers have adjusted themselves to the new conditions, both 
the supply curve and the demand curve tvill be different from 
what they were before. The new equilibrium price will be repre- 
sented by the point at which the two new curves cut one another. 

. It is because different changes often take place .simultaneously 
that economists make so much use of the word “tends” and of 
the phrase "other things being equal” or “other things remaining 
the same.” A large cotton crop will tend to. reduce the price of 
cotton. But other things may not remain the same. For some 
reason the demand for cotton may bappeifto increase so much 
that the price of cotton actually rises. . Nev^fthdess the .big crop 
does tend to keep down the price. If the crop had been smaller. 
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the same increase in cfcmand would have brought about a stUl 
greater rise in the price. 


3, SHORT-RUN AND LONG-RUN EFFECTS 

It often takes some time for the effects of a change to work 
themselves out fully. If no further changesrtake place, a new 
equilibrium will eventually be reached, but the period of transi- 
tion may last for months or even for years. 

Suppose that there is a permanent increase in the dcdiand Tor 
some commodity, the demand curve shifts to the right and stays 
there. If the existing stock of that commodity cannot he in- 
creased, as in our previous illustration of a first edition, its price 
will rise but there will be no direct effects upon productive 
activity. But if the commodity is currently produced, the 
tendency will be to produce more of it. For if the amount of it 
coming forward week by week for sale remains the same, its 
price will rise. It tvill thus become more profitable than before 
to pf'oducc it. Exhting firms tvill tend to expand their output 
and new firms will tend to enter the industry. 

It may be that a given increase in demand can readily be 
met by existing firms without any increase in their plant or 
equipment. The firms may have been working below capacity. 
This implies that they could increase tlicir output somewhat and 
thereby reduce tlicir average costs per unit, for some costs, such 
as the salaries of the manager and tlic office staff or the rent 
paid for the land or buildings, tvill increase little, if at all. We 
may point out that this in turn implies that such firms arc in a 
“monopolistic” posiUon in that they realize that an c.\pansion 
of their output, pven the demand, would reduce its price per 
unit. For if a firm thinks that it can market a larger output 
without affecting tlic price, and knows that it can reduce its 
costs per unit by working to full capacity, it will do so. Tlie fact 
remains that some firms which were w’orldng below capacity 
can readily expand their output somewhat in response to an 
increase in demand. Possibly they may be glad to do so without 
raising the price: the supply curve in the neighbourhood .of the 
existing price may Be horizontal. 

Again, most firms make several different products. If the 
demand for one product increases and tlic demand for another 
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decreases,' it may be possible to produce more of the former and 
less of the latter at the same cost and with the same plant and 
equipment and labour force* Thus consumers may demand more 
of one kind of cloth and less of another. If both kinds are made 
with the same looms, it ma^r be quite easy for manufocturers to 
supply more of the former and less of the latter without any* 
change in prices. ... 

Moreover, changes in' demand are often .anticipated by 
producers, who take steps to alter their output* 'without waiting 
for the sthnulus of an actual change in price. 

But adjustments cannot always be made so easily or so rapidly. 
A big increase in the demand for a manuiactured good, leading 
to a substantial expansion in its output, may rail for an increase 
in “capacity.” New plant and equipment may be required; 
more raw materials may be needed; more workers may have to 
be trained in the relevant tasks. In the same way a big increase 
in the demand for a mineral may lead to the opening of new mines 
or the sinking of new shafts, and a big increase in the demand for 
an agricultural product may lead to the transference of land 
from other uses. Thus some time may elapse before ouqmt 
attains its netv equilibrium level, and in the interval there may 
be a considerable rise in the price of the commodity. 

An extreme illustration is provided by rubber. Trees do not 
begin to yield latex (the milky substance which is converted into, 
rubber) until five to seven years after they have been plante^. 
A big increase in the demand for rubber may therefore lead to 
a very laige rise in its price, and its price may remain very high 
for several years, imtil the new trees planted in response to the 
increased demand begin to yield. For the time being, more 
rubber can be made available by dratving upon existing stocks 
and by “tapping” existing trees more frequently. But after a 
time stocks 'will become exhausted and increased tapping will 
diminish the yield; these are temporary expedients which cannot 
cope tvith a permanent increase in demand. Again, the high 
price of rubbCT 'wiB make it more profitable to “regenerate” old 
rubber. Thus during the period of transition the amount of 
rubber coming forward -jvill be greater than before and its price 
'will be much higher than before, and may lary somewhat from ' 
week to week with changes in supply. The npw equilibrium will 
be reached, if no further changes take place, only after a number 
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of years, with the output of rubber considerably greater than 
before and its price somewhat higher than before, but not as 
high as during the period of transition. 

Clearly no single supply curve will suilicc to depict conditions 
during a period of transition, for the state of supply will con- 
'Stantly alter as new plants come into operation, new mines arc 
opened, and so on. Hence a supply curve, aijd therefore of course 
the siipply schedule which it represents, is best regarded as 
shosving how much would be supplied at any given price qfier 
suffieient time has elapsed for tlu neussaty adjustments to be made. 


4 . DOWNWARD-SLOPING SUPPLY CURVES 
We have assumed that the supply curve of a currently produced 
good will usually slope upward: that is to say, tliat a higher 
price svould be required to call forth a greater output. An 
increase in the demand for it would cause more of it to be pro- 
duced. But after sufllcient time had elapsed for a new equilibrium 
to he reached would its price inevitably be higher than before? 

It may be that an incre.'tsed dcm.-xnd for a commodity coincides 
with improvements in the technique of producing it. Tlie latter 
may lead to a fall in its price, but this leaves open the question 
of tyhether the fall in its price would have been greater or less if 
.demand had not increased. In order to bolate the cfrccls of a per- 
manent increase in demand, let us consider what would happen 
if the state of technical knowledge were to remain die same. 

More factors of production svill be needed by the industry 
concerned. For example, it will need more raw materials or 
intermediate products and more labour qu.alificd to perform die 
tasks required. It may be that more factors can be obtained for 
the same price as before, but as a rule a somewhat higher price 
will be required to call fordi increased supplies or — what comes 
to the same thing — less suitable workers and materials will be 
employed at the price which used to be paid for more suitable 
ones. Thus costs will tend to increase. Is there any counter- 
acting influence tending to reduce costs? 

There is a common impression that such a counteraedng 
influence exists in t'ic economics of Large-scale production. It is 
believed that a permanent incrc.asc in the demand for a manu- 
factured good will lead ultimately to a fall in its price because. 
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after the period of transition is over, it tviU be produced on a 
larger scale and therefore, it is thought, more cheaply. 

This is sometimes true, but it is important to realize when and 
why it is true. There is no magic in the mere fact that more is 
being produced than before. We have seen that average costs 
will tend to fall if ftiUer use is made of plants previously workec^ 
below capacity. But why should they fil if the existing capacity 
is increased ? Suppd&e that existing firms and plants are duplic- 
ated or that, let us say, a cotton-spinning firm expands, acquiring 
new buil4juigs and managers and spindles and vforkers. Ihere is 
no obvious reason why costs should fall. It is often lurged that a 
country with a relatively small population, such as Australia, 
cannot produce many commodities as cheaply as, say, the 
United States or Great Britain, because she has a smaller home 
market and must therefore produce them on a smaller scale. 
This is true of some commodities, but not of most. It will usually 
be found that the small country Has quite a number of &ctories 
produdng the commodity in question. Its typical factory may 
be just as large as the typical factory in a big country. If not, it 
would usually be possible, by grouping the workers into fewer 
and larger factories, to make it so. How, then, would costs be 
reduced if the population were twice or ten times as large? If 
producing on a larger scale means merely having a thousand 
factories instead of a hundred, to produce ten times the former 
output, it is difficult to see in what the economies consist. 

The fact is that costs tvill fall, as a rule, only if a larger output 
is produced by different and cheaper methods. Then the 
question at once arises why these methods, which by hypothesis 
were knosvn before, were not used before. The answer mflst be 
that they demand large and expensive machines and other 
apparatus which are worth installing only if the demand is 
sufficiently large to enable them to be fairly fully utilized. To 
take a simplified example, an output of looo units per weekday 
be produced by the old methods at a cost of ,{^1000 per week, 
and an output of 5000 units per week could be produced, with 
the aid of a certain machine, at a cost of £2500 per sveek. If 
the conditions of demand had been such that 1000 units would 
sell for more than £1 each and 5000 units for less than los. each, 
it may not have been profitable to install ^e machine, for its 
capacity may be over 5000 units a week a&d its cost niay not 

4 — <B.293) 
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vary much \vith die extent to tvliich it is utilisuid. If, now, demand 
increases, so that 5000 units a week sell for more than tos. each, 
it becomes prolitablc to install the snaclunc. , 

In the above example the conditions of demand relate to the 
market as a whole. Suppose that the market is Australia or, if 
die costs of transporting the comnlodity arc siifficicntly high to 
localize the market, the district around Sydney. If this market 
would previously hat'c taken over 5000 units a svcck at a price 
above* los., any^ firm would have found it profitable to install 
such a macliinc and undersell its rivals without waiting lor an 
increase in demand. The commodities wliicli a countrj’ k at a 
dkadvaiitagc in producing merely liccausc its home market is 
small and it is distant from foreign consuming centres .arc com- 
modities requiring large and expensive plant which is not worth 
while iristalling unless it can be utilized more fully dian the 
conditions of demand in that country permit. Examples arc 
motor cars, large ships, and certain l}'pes of machines. 

An industry' m.ay expand without changing its methods of 
production, but die fact that its demand for ccrt.ain goods h.as 
increased m.ay cn.able these gootLs to be produced by different 
and cheaper methods and therefore supjilicd to it at a lower price 
tlian before. For c.xatnplc, the cxp.ansion of a textile industry 
m.ay conceivably lead to si reduction in the price of textile 
machinery. But favourable repercussions of this land arc not 
.very common. 

'ifoncc our conclusion is that, if the state of technical knowledge 
remains the same, an incre.asc in the demand for a good or service 
will ^ad ultimately to a reduction in its price only if it makes 
profitable the utilization of m.achinery, and so on, not worth 
using before. Moreover, its price will fall only if the economies 
produced in this way more than counteract the tendency for 
costs to incre.asc owing to the increased demand for the factors 
used by that industry. Tlik will happen only in the minority of 
cases.^ As a rule, the supply curve slopes upw.ard. But in this 

• It must be remmibernl thni vve .nre talinc; tlic st.vte of technical hnowletlge 
tu given. As time goes on. improvements in Icclmical knovvlnige tend to reduce 
costs in many industries, but that is anotlicr matter. Any particular industry 
would probably have to,Day somewhat more for some of its materials or labo.jr 
if it exp.'indcd sulistantuJly, and not many of them would be able mote than 
to counteract this by a.'inpting meiliods of produetion already known but at 
present not woriii while because demand is too 101.1!]. 



DEMAND, SUPPLY, AND PRIGL 83 

.minority of cases we must say — ^if we are justified in applying to 
them the concept of a long-period supply curve — ^that the supply 
curve slopes downward for part of its length. But it may well be 
conceded that the supply curve is not a very siiitable instrument 
to employ in dealing with problems of this kind. 

. *3. JOINT SUPPLY ... 

Two or more different goods are often produced together. 

' Thus wool and .mutton are joint products of she^, and beef and 
hides are joint products of oxen. The less valuable product of 
a process is often termed a by-product. Thus the main product 
of a Coke-oven is metallurgical coke; the coke-oven gas which is 
also produced is regarded as a by-product. On the other hand, 
the main product of a gas-works is gas and the gas-coke which 
is also produced is regarded as a by-product. Many chemical 
and other processes yield a whole range of by-products, although 
further separate treatment is often needed to turn a by-product 
into a form suitable for use or sale. All the hp-products, taj^ten 
together,’ may he more vialuable than the main product. For 
example, the combined value of the by-products of the Cfhicago 
stockyards is said to be greater than the value of the meat. 

•nfis phenomenon of joint supply does not call for any sub- 
stantial modifications of our reasoning. For it is usually possible 
to change the proportions in which the different goods are pro-* 
duced, although this sometimes involves changing the type bf 
apparatus used, or of animal bred, and so on, and may therefore 
trice some time. On the assumption that the entrepreneur will 
make as big an income as possible for himself, we can predict 
what he -will do when confixinted with given changes in prices. 
He wiU change the proportions in svhich the various products are 
produced if by so doing- he increases his receipts more than his 
costs, or reduces his costs more than his receipts. For example, 
before the development of cold storage sheep were bred in New 
■Zealand mainly for their wool. When it became possible to 
export mutton, the price of New Zealand mutton rose relatively 
to the price of wool, and cross-^bred-sheep, yielding inore mutton 
but less wool, and wool of a poorer quality, were largely sub- 
stituted'for merinos. • 

But what if the proportions cannot be varied ? Mr. Henderson, 
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in his stimulating book Supply and Demand, asserts that it has not 
been found possible to vary the proportions in which cotton lint 
— that is, raw cotton — ^and cotton-ieed are yield^ by the cotton 
plant. About s lb. of cotton-seed will be produced for every 
1 lb. of cotton lint. This means that the “unit” produced by the 
cotton-grower must be regarded asr i lb. of lint plus 2 lb. of seed. 
But the demand for cotton lint is quite separate from the demand 
for cotton-seed. Each has its own uses and its own demand 
schedule. Thus, if an increased demand for cotton causes addi- 
tional cotton to be produced, it will inevitably cauiie twice as> 
much extra cotton-seed to be produced, and, if the state of 
demand for cotton-seed remains the same, its price will fall. 
But the “price” wluch a grower takes into account when con- 
sidering whether to expand or to contract his output is the 
combined price which he gets fi>r i lb. of cotton lint plus s lb. 
of cotton-seed. It is very seldom, however, that proportions 
cannot be varied. 


6. THET LAWS OF SUPPLY AMD DEMAND 
A change in price docs not come about by itself. It is the result 
of a change in conditions which alters the supply schedule or the 
demand schedule or both. If the change afreets only the demand, 
thts normal sequence vnll be an increase in demand leading to a 
' rise in price which induces an extension of supply or, in the 
opposite case, a decrease in demand leading to a fall in price 
which induces a contraction of supply. Conversely, if the change 
afreets only the supply the normal sequence will be an increase 
in sftpply leading to a fall in price which induces an extension of 
demand or, in the opposite case, a decrease in supply leading 
to a rise in price which induces a contraction of demand. 

The distinction between increases tmd decreases, on the one 
haqd, and extensions and contractions, on the other hand, is a 
useful aid to clear thinking. People sometimes speak as if a 
price could never permanently change. They say, for example, 
“an invention may reduce costs, increase supply, and lower 
price for the time being. But demand ^vill increase, o^ving to 
the lower price, and tins will send the price back to its original 
level.” This of couAe is quite wrong. The demand curve remains 
the same; demand does not “increase” but is “extended,” more 
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being bought simply because the price & lower. There is, 
however, a new supply curve, which is lower than the original 
one, and henco the new equilibrium price will be below the 
original price. 

We give below four "laws” of supply and demand. But it 
should be remembered that these laws, lihe all economic laws, ' 
are only generalizaticips about tendencies. We have pointed out 
that some demand curves may slope upward and -some supply 
curves downward for part of their length and we shall see later 
'that it is possible that less labour, or fewer savings, may be sup- 
plied at a higher price. There are often exceptions to law (3): 
many producers can and do increase their output of a pardcular 
good, when the demand ibr it increases, without a rise in its 
price. 

(i) Price tends to equate the amount which sellers are 
prepared to offer for sale and the amount which buyers wish 
to buy. 

(a) Usually a larger quantity of a coi^odity will Jbe 
demanded at a lower price than at a higher price; and a 
larger quantity tvill be offered Sot sale at a higher price than 
at a lower price. 

(3} An increase in demand tends to raise the price and to 
extend the supply; a decrease in demand tends to lower the 
price and to contract the supply. 

(4) An increase in supply tends to lower the price and to 
&tend the demand; a decrease in supply tends to raise the 
' price and to contract the demand. 



APPENDIX TO BOOK I 

INDIFFERENCk CURVES 

I. THE NATURE OF INDIFFERENCE CURVES 
If there are only two goods between which a consumer can 
choose, his scale of preferences can be represented %n a two-* 
dimensional diagram by a series of indifference curves. 

Let us suppose that a number of soldiers are stationed in an 
out-of-the-way place and that each receives a fixed weekly 
ration oi^ say, lo tots of rum and 50 cigarettes. Each soldier is 
fi-ee to “swap” rum for cigarettes, or cigarettes for rum, with 
his comrades, but these are the only two goods which enter into 
the circle of exchange. If the tastes of the various soldiers are 
not exactly the same, and some have a stronger preference than 
others for cigareKes as against rum, a market will be established 
among the soldiers in which rum will be exchanged against 
cigarettes. 

Let us consider the tastes of a soldier whom we tvill call A. 
Hp may like both rum and cigarettes. He would welcome tin 
, increased ration of either or both. Nevertheless he has a scale 
of preferences upon which he will act when he swaps rum for 
cigarettes, or cigarettes for rum, with his fellows. And it is 
possible to state his scale of preferences in exact quantitative 
tern^ and to represent it on a diagram. 

He gets, like the others, 10 tots of rum and 50 cigarettes per 
week. Suppose we ask him how many extra cigarettes he would 
require, each week, to induce him to give up one of his tots of 
rum. Upon reflection, he might decide that he would do this 
for'five extra cigarettes but not for 3, while if he were offered 4 
extra cigarettes he would be undecided. This means that to him 
the combination of 10 tots of rum plus 50 cigarettes is equivalent 
to the combination of g tots of rum plus 54 cigarettes. He is 
indifferent as between these two combinations. He does not 
prefer one of themdo the other. In the same vray there are many 
combinations of ^um and cigarettes which he will regard as 
equivalent to these two. For example, he may require a shade 
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more than 10 extra cigarettes in order to give up 3 tots of rum. 
We thus get another combination — 8 tots of rum and 60 cigarettes 
— ^which the sgldier hirhself'values neither mofe nor less highly 
than either of the other two. We can set out some of these 
combinations in a little table. 


13 tots of nun and 

12 >• » 

It* » 

to II II 


7 .. .. 


44 cigarettes 


45 

47 

50 

54 

6d 

70 




Such a table represents a part of his “scale of preferences” 
between rum and cigarettes. We do not inquire into the reasons 
for his preferences : we accept them as data. 

We can show each of the combinations in this table as a point 
on a diagram, measuring, say, cigarettes along the horizontal 
axis and rum up the vertical axis 03 !". If we join these points 
(thus assuming continuity), we obtain a portion of what is called 
an "indifference curve.” This is shown in Fi& 13. , 

The indifference curve slopes downward to the right. This is 
because an increase in one good not accompanied by a decrease 
in the other good would give the individual a combination which 
he preferred to the previous one. 

The indifference curve is "convex to the origin.” This reflects 
the fact that the more rum the soldier gives up in exchange for’ 
cigarettes, the greater will be the number of additional dgaretfts 
required to induce him to give up yet another tot of rum, and 
conversely. A scale of preferences usually follows this rule, which 
is commonly known as the Latv of Diminishing Marginal lAility. 
The marginal utility of one good falls, relatively to that of 
ano&er, for any given individual, when his supplies of the former 
good increase while his supplies of the latter remain the same or, 
as in our example, diminish. . 

So far we have considered only one indifference curve of 
soldier A: that containing the combination 10 tots of rum plus 
50 cigarettes. If the soldier is sufficiently aware of his own tastes 
to give correct answers to a number of further questions, we can 
learn a great deal more about his scale of preferences. For 
example, we can . begin with the combination of 11 tots of rum 
and 55 cigarettes. It is certain that he prefers this combination 
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to 10 tots of mm pliC 50 cigarettes. Suppose that he possessed 
the former combination. He might be able to say, upon reflec- 
tion, how many additional dgaiettes he would require to 
compensate him for giving up one of his 1 1 tots of mm, how 
many for ^ving up 2 tots, and so on. In this way we could 
-Obtain another indifierence curve.' This new curve would lie 
farther &om the point O on our diagram )han the first curve. 
Every point on this new curve would represent a combination 
of rum and cigarettes which the soldier himself valued neither 
more nor less highly than the combination of 1 1 tots ofirum plus 
’ 55 cigarettes, which is represented by a point lying on this new 
curve. But we know that he prefers ii tots of mm and 55 
cigarettes to 10 tots of mm and 50 cigarettes. Therefore he 
prefers any combination lying on the new curve to any combin- 
ation lying on the old one. 

In this way we could get a Iqrge number of indifference curves 
and the resulting "ind^erena map" would record our soldier's scale of 
preferences as betioeen rum and cigarettes. The indifference curves 
are <dius a kind of photograph of the soldier’s tastes. Or they 
may be likened to contour lines. Each curve represents, so to 
speak, a greater height than the curve to its left or below it. The 
object of the individual tvill be to reach the greatest height 
possible for him under the limitations of his fixed income and of 
,the rate of exchange between the two goods in the market. He 
will try, that is, to reach the position he most prefers out of all 
the positions open to him. 

Suppose, for example, that the rate of exchange established 
in th^ market is one tot of mm against 10 cigarettes. Soldier A 
would clearly gmn by exchanging 2 tots of his mm against 
cigarettes. This would give him 8 tots of rum and 70 cigarettes. 
But; by hypothesis, he would just as soon have 8 tots of rum and 
60 dgarettes as the 10 tots of rum and 50 dgarettes -with which he 
begins. Eight tots of rum and 70 cigarettes, therefore, represents 
a preferred position to him. He is on another indifference curve, 
one which he prefers to the one on which he started. 

The “map” of his indifference curves enables us to read off 
exactly what he would do at any given rate of exchange. Suppose 
die rate establishedfiin the market is one tot of mm against 10 
cigarettes. Then if p. soldier, with a ration of 10 tots of rum and 
50 cigarettes, exchanged all his cigarettes for rum he would have 
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15 tots of rum, and if he exchanged all his rum for cigarettes he 
would have 150 cigarettes. This is represented on the diagram 
by the straight line AB, jdining the point on the vertical axis 
which represents 15 tots of rum to the point on the horizontal 
axis which represents 150 cigarettes. The initial radon of ,10 
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tots of rum plus 50 dgarettes is represented by the point R, 
which of course must lie on the straight line. 

Given this rate of exchange, a soldier is able to move to any 
point which he' chooses on the line AB. For he begins at the point 
R, and any exchange which he makes must take him to some 
other point oh .dS. What tvill he do? Wn know that if he can 
move from one indlfrerence curve to anotner which lies farther 
from O he rvill do so, because he tvill praer any combinadon 
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on the latter curve to any combination on the former. Therefore 
he must move to that point on the line AB at which AB is tan- 
gential to one of his indifference curves. In Fig., 13, soldier A 
\vill move from the point R to the point T. T represents the 
position wliich he most prefers out of all those open to him : this 
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is shq>vn by his “indifference map,” for Tlics on an indifference 
curve which is farther from O than any otlier indifference cuivc 
to which he can move. He moves from fi to 7 " by giving up RS 
of rum in e.xchangc for ST of cigarettes. ST must represent ten 
times as many cigarettes as tlic number of tots of rum repre- 
sented by RS, since the triangles AOB and-RST are similar. 

Let us now briefly^considcr the preferences of anotlicr soldier, 
whom we may call E, who has a stronger preference than A for 
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rum as against cigarettes. The relevant phrtion of his indifierence 
curve, containing the combination 10 tots of rum plus 50 
cigarettes, may be as follows — 

13 tots oT rum and 15 dgarettcs 


12 j. 


23 

ft 

XI „ • 


33 . 

ft 

10 „ 


50 

tt 

•9 .1 . 


70 

II 

8 „ 


100 

II 

7 .1 


150 

II 


At a*rate of exchange of one tot of rum against 10 cigarettes, 
this soldier would clearly gain by exchanging ao cigarettes 
against rum. .This would give him la tots of rum and 30 cigar- 
ettes. But by^ hypothesis he would just as soon have le tots of 
rum and 23 cigarettes as the 10 tots and 50 cigarettes with which 
he begins. Twelve tots of mm and 30 cigarettes, therefore, 
represent a preferred position tr^hlm. He is on another indifierence 
curve, one which he prefers to the one on which he started. 

The scale of preferences of soldier B is shown in Fig. 14. He 
will move from the point R to the point M, giving up RL mgarettes 
in exchange for LM rum. 

It will be noted that two soldiers can both gain by exchanging 
with one another. The contention that exchange is “barren,” 
because the value obtained is only equal to the value given up,' 
is quite false. Both parties gain, each moving to a position whiph 
he prefers, because their tastes — their scales of preferences — ^are 
different. And clearly two people could , gain by exchanging, 
even if their tastes were the same, if in the first place one possessed 
a different assortment of goods &om the other. 


2. EXCHANGE WITH ONLY TWO GOODS ’ 

, If our soldiers constitute a perfect competitive market, in the 
sense that each is aware of all the bargains that are stnmk and 
of all the offers which each of his comrades makes, there will be 
only one rate of exchange between mm and cigarettes. ■ This can 
be proved by showing that two rates are impossible. Suppose 
that soldier A were exchanging rum for cigarettes vrith soldier 
B at a, rate of 1 tot of ram for 15 cigar^^ and that soldier G,, 
were exchanging mm for cigarettes with mldier D at a rate of i> 
tot of rum for 5 cigarettes. Qcarly it would pay B and. G .to get 
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together at some intermEdiate rate — say, at a rate of i tot of rum 
against lo cigarettes. In this way B would get 50 per cent more 
nun for his cigarettes and G would give only half 23 much rum 
as before for any given number of cigarettes. Since the market 
is perfect, every soldier knows what is going on and therefore 
twti different rates cannot exist. 

It may take some time to find the equillhrium rate, but if 
each soldier’s tastes remain the same, the same kind of situation 
keeps repeating itself week after week and before long a rate of 
exc^nge will be found tvhich will be permanent. It tviU'be the 
“equilibrium” rate, because at that rate every soldier who wants 
to swap rum for cigarettes can stvap as much as he wishes and 
every soldier who wants to swap cigarettes for nun can swap as 
much as he wishes. 

In practice, the equilibiitun rate would be found by trial and 
error. But if we knetv the scale,of preferences of each soldier, 
and the quantity of rum and cigarettes received each week by 
each soldier, we could easily discover what it wotild be. For we 
should know what each soldier would want to do at any gi\'en 
price and we should find that at one price alone the amount of 
rum which would be offered (by soldiers wanting cigarettes in 
exchange) would be the same as the amount of rum demanded 
(by soldiers offering cigarettes in exchange). 

,For example, if the “price” of a tot of rum were ao cigarettes, 
some soldiers would -wish to give up rum, obtaining cigarettes 
in exchange. We could add together the amounts of rum which 
each of these soldiers would %vish to give up. Tliis would gi\'e 
us the tqtal “supply” of rum which would be offered in exchange 
at this price. . (Looking at the matter Horn the other side, this 
number of tots multiplied by ao w'ould be the number of cigar- 
ettes demanded at this “price.”) Some soldiers, on the other 
hand, would wish to give up cigarettes in exchange for rum. The 
total amount of rum which these soldiers, taken together, would 
wish to acquire at this price would give us the demand for rum 
(and therefore the supply of cigarettes) at this price. The price 
at which the amount of rum supplied would be the same as the 
■ amount demanded (impljdng, of course, that the amount of 
cigarettes demanded v^|puld be the same as the amount supplied) 
'. ‘'.would be the equilibrium price. 

Suppose we found that the equilibrium price would be 10 
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cigarettes for i tot of rum. No other price could be maint^ed 
for any length of time. If for a time the price ruling were, say, 
9 cigarettes, per tot, more cigarettes would be offered against 
rum than would be accepted. Some soldiers amdous to exchange 
cigarettes for rum would be unable to do. so. Some of these 
soldiers would rather give»io cigarettes or even 1 1 or 12 or thpre 
cigarettes for a tot of rum than restrict themselves to the. to tots 
in their ration. They would therefore offer a higher “price.” 
They would offer more than 9 cigarettes per tot of rum«in order 
to ma](e sure of getting some extra rum. This would drive up 
the market “price” until it settled at a level at which everyone 
who wanted to exchange would be able to exehange as much as 
he wished — at a level, that is, at which supply would equal 
demand. 


3. CHANGES IN DATA 

Once the equilibrium rate* of exchange between rum and 
cigarettes has been established, it will continue indefinitely 
unless some change takes place in the data. Let us consider in 
what ways the data may change and how each type of change 
may cause the rate of exchange to alter. 

(i) The ration may be increased or decreased, without 
changing the proportion of rum and cigarettes. For example, 
each soldier may be given 20 tots of rum and 100 cigarenes, or 
5 tots of rum and 25 dgarettes, or 1 1 tots of rum and 55 cigaretfbs. 
It may be thought that a change of this kind would leave the 
rate of exchange unaltered. .But this is very unlikely. For 
although the tastes of each soldier remain the same as before, 
it is unlikely that he will be prepared to give up exactly &ie same 
number of cigarettes to get an additional amount of rum, or 
conversely, now that the size of his ration is altered. Suppose 
that the ration is doubled. It may happen, for example, that 
each soldier would now be prepared to give up more cigarettes 
thgn before in order to have an additional tot of rum. A soldier 
who would not previously have given up more than, say, i2 
cigarettes (thus reducing his cigarettes to 38) in order to get an 
additional tot (thus increasing, his tots to 1 1) may now be pre' 
pared to ^ve up, say, r^ cigarettes (thus reducing his cigarette: 
to 85) in order to get an additional tot (tl^ increasing his tots tc 
2 1) ; a' soldier who would not previously hAe ^ven up more than; 
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say, 3 dgarettes to get<an additional tot may now be preparea 
to give up, say, 5; and so on. Under such conditions, rum would 
sdll be exchanged against cigarettes, since difFerent soldiers 
would continue to have diflerent scales of preferences, just as 
before, but in the new equilibrium the value of a tot of rum-in 
teims of cigarettes would be higher than in the old. 

(2) The proportion of rum to cigarettes in the weekly ration 
may be changed. Suppose, for example, that {he ration becomes 
10 tots of rum and 60 cigarettes. This will cause the value of 
cigarettes in terms'of rum to fall. For every soldier will jnow be 
prepared -to -give more dgaretto than before to get additional 
rum; or, to put it the other way round, will require more 
cigarettes than before to compensate him for the loss of a given 
amount of rum. Hence the supply of rum offered in exchan^ 
for cigarettes, at the old rate, tvill now be insufficient to meet the 
demand, and competition among soldiers anxious to exchange 
cigarettes against rum will drive up its price. But if the quantity 
of both rum and cigarettes comprised in the- ration is increased 
or decreased, and ^t the same time the proportion of rum to 
cigarettes is .changed, we cannot be certain a priori how the rate 
of exchange will be affected. The change in the proportion -will 
tend to increase the value of the good whose proportion has 
follen. The change in the size of the ration may reinforce this 
tenddhcy, but, on the other hand, it may weaken it or even 
outweigh it. 

(3) The distribution of the total weekly aihount of nim'-and 
cigarettes among the soldiers may be changed. Instead of each 
soldier receiving the same ration as every other; some -may be 
given lirger rations than others. This would clearly pve more 
weight than before to the tastes of those who now receive- in- 
creased rations. If, for example, most of them have a stronger 
preference for cigarettes, as against rum, than the rest of the sol- 
diers, this will tend to rtiise the value of cigarettes in tenhs of nun. 

' (4) The personnel of the soldiers might change: for example, 
one regiment might be replaced by another. This would give us 
a new set of "indifference maps” and it would be merely-'a 
-coincidence if this did not cause an alteration in the fate- of 
exchan^. ' - ’ i ■ 

(5) There might bt a general change in tastes, in favour of 
either rum or cigaret&s. For example, all the soldiers might be 
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more or less influenced by propaganda Against alcohol, and this 
of course would lower the value of rum in terms of cigarettes. 

Whatever .change, or combination of changes, took place in 
the data;- we could always determine the hew equilibrium rate 
of exchange if we knew the ration received by each soldier and 
the scale of preferences of kach soldier. It imght, of course, tdke 
some time for the,soldiers themselves to discover it. If the data 
were changing frequently, an equilibrium might never be 
attained. Nevertheless, at any moment the rjLte of exchange in 
the market would be tending .towards the rate which would 
maintain equilibrium under the prevailing conditions. 


4. EXPENDITURE CURVES AND DEMAND CURVES 

A set of indifference curves, representing the scale of prefer- 
ences of a given individual between two goods, will of course 
remain valid provided that his tastes do not change. His income 
may change, or the rate of exchange between the two goods may 
alter, without causing any change in the indifference curves, for 
these portray his personal scale of preferences, and nothing else. 

If we have a diagram showing the indifference curves of an 
individual, it is easy to show how he would respond to changes 
in his income. For this purpose it is convenient to suppose that 
he receives his income entirely in one commodity and then 
exchanges some units of that commodity against some units of the 
other. In Fig. 15 imits of commodity A are measured up* the 
vertical axis OT and units of commodity B are measured along 
the horizontal axis OX, Our hufrvidual periodically rec^ves an 
income of OA units of commodity A. The market rate of exchange 
between A and B is represented by the slope of the line AB. 
Tire combination of A and B which he most prefers out of all 
those open to him is represented by the point Q,. He will therefore 
exchange AR of A against RQ_ of B, consuming OR of A and 
OS (= RQ^ of B. Ifhis income increases to OA-^ the combination 
he most prefers out of all those open to him is represented by Q.^, 
and so on. (The rate of exchange between A and B by hypothesis 
remains the same, so that AjEj is parallel to AS.) If we join 
together the various QJs we obtain (part oD what may be termed 
his “expenditure ctuve.” Tins shows how he would divide any 
given income between the two goods A and B, provided that hfr 
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scale of preferences (represented fay the indifference curves), and 
the market rate of exchange between A and B (represented by 
the slope of the line AB) remained unchanged. 

Similarly we can show how he would divide a given income 
OA between A and B at each of a series of prices. A rise in the 
price of Bj in terms of A, is shown by a'steeper slope of AB, Since 
his income is fixed in terms of A, at OA, a rise in the price of B 


Y 



Fro. 15 

will place him in a worse position than before. In Fig. 16, when 
the rat£ of exchange is AB the combination which he most 
prefers out of all those' open to him is represented by Qj, when it 
is ABj^ it is represented by and so on. By joining the various 
Q^s we obtain (a part of) what may be termed his “demand 
curve.” This shows how he would distribute his' fixed income of 
OA between A and B at each of a serira of prices. 

Indifiereiicc curves can be used to portray" a person’s scale of 
preferences between any two alternatives^ provided there are 
only two. Thus they, can portray ' his scale of preferences as 
between income and leisure, shoymg how he would divide his 
twenty-four hours eajh’day between leisure and rernimera'ted 
work at any given rati pf pay per hour. Again, they can be used 
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to show his scale of preferences between* present and future 
consumption, between liquid assets and income-yielding assets, 
and so on. Formty scale of jfreferences relates to the disposal of 
some given total among different uses. When there are only two 
uses, it can be depicted by a series of indifference curves on a, 
two-dimensional diagram. ORen there are more than two uses ' 
— for example, there are usually more than two goods available 



to a constuner. In such cases a scale of preferences cannot be 
represented on a diagram, for we should need as many dimen- 
sions as there are “alternatives.” Nevertheless, the study, vvith 
the aid of indifference curves, of cases where there are only hvo 
alternatives will be found very useful by those who wish to under- 
stand the Theory of Choice and its implications. It is useful, 
but it is not absolutely essential, and as it may be found difficult 
we have relegated it to an Appendix.* 

_ * For a fuller account, see Hicks, J. R., Bad Allen, R. G. D. : “A Recon- 
sideration of the Theory of Value ” in Eeonmica, N.S., Vol. I. 
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CHAPTER VII 

THE VOLUME OF PRODUCTION 

I. THE NATURE AND SIGNIFICANCE OF PRODUCTION 
Hitherto wc have more or less taken it for granted that certain 
quantities 0f the various consumers’ goods come forward, week 
by week, for sale. We must now consider the forces which deter- 
mine what these quantities are. This, of course, is a large 
question, and most of the present volume will be'concerhed with 
one or another aspect of it. This chapter merely gives a prelimin- 
ary survey of the ground to be covered. 

All goods, except gifts of Nature, /:ome into existence by being 
produced. We are embarldng upon a study of production. Let 
lis pause,, at the threshold, to point out the great significance for 
social welfore of the volume of production per* head of popu- 
lation:- of the quantity and quality of the goods and services 
produced. 

Many warm-hearted persons study economics because they 
hope it win throw light upon the causes of poverty and w5)l 
thereby show how poverty can be abolished. It is this, said the 
great economist Marshall, which lends to the science its highest 
interest. Many think that the main goal of economic policy 
should be to improve the condition of the people, that is, to 
raise the general standard of living. But the standard of li\^g 
of a person is the goods and services which he consumes. To say 
that a famil y is poor is to say that it lacks sufficient food, clothing, 
housing, and other consumers’ goods. Poverty is, indeed, a 
relative term. To-day the family of a British workman, drawing 
unemployment relief, is fed and clothed and housed on a sc^le 
enjoyed only by a small minority in Eastern countries to-day 
or in the Great Britain of a hundred years ago. Nevertheless it 
is a scale which, judged by modem standards, is woefully inade- 
quate. Recent investigations have shown that about half the 
families in .Great Britain cannot afford the mi n i mum ' diet 
required to give them reasonable protection firfm disease. Many 
children are physically under-developed, simply because'; their 

lOI 
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parents cannot afford to feed them properly. And if we ask why 
there is not more food, better housing, and in general a more 
adequate supply of consumers’ goods available, the answer must 
be that the volume of production is not big enough. Manna no 
■longer falls from Heaven. Consumers’ goods must be produced. 
In a modem community something is done, and doubtless more 
could be done, to relieve poverty by sharing the available goods 
and services more evenly: by taxing the rich for tlie benefit of 
the poor. But social reformers have not a great deal to hope firom 
redistribution of this kind. The rich are so relati'fely few in 
numbers that even a completely equal distribution of wealth 
which had no adverse repercussions upon the volume of produc- 
tion would do comparatively little to raise the standard of living 
of the masses. We cannot escape the fact tliat consumption is 
limited by the amoimt produced. In the short run, current 
output can be supplemented from stocks, and men and materials 
can be diverted from the production of buildings,, maclunery,- 
and other capital goods totvards the production of consumers’ 
goods. But such devices can raise the standard of living only for 
a short time. It is necessary to maintain working capital, such as 
stocks of materials and other goods, and fixed capital, such, as 
machinery, in order to keep up the output of consumers’ goods. 
The volume of production, given the population, determines the 
standard of living. 

^ It is true that the people of one coiintiy may be helped by 
charity or by loans from people in other countries. They may 
thus receive goods from abroad for which, at the moment, they 
pay nothing. But international charity rarely reaches .very large 
dimensions, and loans are supposed to be repaid— ^if they are 
not, the country finds it difficult to borrow abroad in the future. 
For the most part, the consumers’ goods which a country receives 
from abroad are paid for, in effect, by goods which it produces 
and exports in exchange. The more it produces, the more it has 
available,- week by week, to consume within its borders or to 
exchange against imports. We shall postpone a study of. inter- 
national trade until Book V. Until then ive shall ivTite, .for the 
most part, as if the community we are considering is a . "closed” 
one, having no vonomic relations svith any other.- This will 
simplify the expojition, and the necessary qualifications’ svill- be 
added later. But clearly even for a country 'vnth a good deaf of 
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international trade our broad conclusion holds good. The Tnai'n 
determinant of its general standard of living is the quantity and 
quality of the goods and sefvices which it produces per week, 
month, or year; briefly, its volume of production. The great 
reason why, for example, the general standard of living is so 
much higher in the United States than in, say, China is that the> 
volume of production per head of population is so much greater 
in the United States. 

We hope that enough has heen said to' show that the volume 
• of production is of very great significance for social welfare. But 
perhaps we should comment on the notion, which some people 
seem to hold, that the productive capacity of the world is so 
great that -it would be an easy matter, if only production were 
organized by technicians or if only the banking and credit 
system were changed, to produce more than enough for every- 
body. Let us translate this claim into figures. Suppose that 
enough were produced to give every man, tvoman, and child 
as much as £5 a week will buy at.tbe present time. This could 
hardly be called luxury. Yet, in order to aclyeve it,- output hi 
Great Britain, even if shared equally among the population, 
ivould have to be trebled, and in most countries it would have 
to be considerably more than trebled. It may be doubted 
whether those who hold this notion realize the magnitude of the 
claim which they are making. Frankly, it is so fantastic that il is 
difficult to see upon what evidence, hmvever slender, it is based. 

It. is true that sometimes goods are deliberately destroyed^- tile 
most strildng modem example being the 2 million tons of coffee 
destroyed in Brazil during 193 1-4. But apart fi-om war, only a 
tiny fiaction of the total world output of all goods is destroyed. 
It is also true that men and resom-ces are unemployed or worked 
on short time or below capacity. This is indeed a serious problem 
whose importance we do not wish to mhumize. At the bottom 
of a slump the percentage of unemployment in an industrial 
country may for a time rise above 20 or even above 30. But, 
taking the world as a whole, and good years together tvith bad,- 
. continuous full employment %vould add perhaps 5,' and at the 
outside 10, per cent to the total output.^ This would be a great 

1 Xlusestunate may strike some rcadezs as low. Th^ should lemembcr tiiat 
tinemployment is nudnly an industrial rather riian an agpcultural phenomenon. 
Total world uncmploymentj at the bottom of the Great Depression, was some 
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gain, but it would go only a small part of the way towards the 
ideal alleged to be capable of immediate realization. 

It is more probable that those who believe in this clmm have 
been impressed by the rapid expansion of certain industries, such 
^ the motor-car industry, during recent years, and believe that 
•what is possible for one industry impossible for aU. Would that 
this were truel Then indeed the economic problem-, wotild 
disappear. But unfortunately output in one industry can expand 
only by drawing labour and materials and other resources away 
from other industries. If we want more motor can or more 
armaments we must go short of other things. Doubdess, many 
works are not equipped in the most up-to-date wray, but to 
“modernize” an industry requires capital, and that -means less 
capital for other industries. Doubdess, methods of production 
could be improved, and will be improved as the march of 
technical progress continues, but experience shows that, taking 
agriculture and other branch^ of production together and not 
looking only at two or three industries where the application of 
“inass-productioq” methods has proved possible, a rate of 
expansion of 4 or 5 per cent a year per head is the utmost for 
which we can hope. And at the present moment, with technical 
knowledge as it is, producers are conducting thdr operations, 
spurred by the desire for profits and the fear of bankruptcy, to 
the best of their ability. Without the aid of a magic wand to 
'produce new resources from nowhere and to endow men with 
niuch greater intelligence and skill and strength than they 
possess at present, it is quite inconceivable that the vast expansion 
of output, claimed to be practicable could possibly take place. 
The economic problem, the problem of making the best use of 
productive resources because goods are scarce relatively to human 
wants, will not disappear in our lifetimes nor in those of our 
children or grandchildren. 

Another - confused notion is that a great deal of labour, 
such as the work done by clerks and servants and actors, is 


30 milSon, .whereas the occupied population of the world approached 1000 
million. Even for an industrial country, xo per cent is a very high estimate. 
Twenty per cent unemployment was' practically unknown before 1930. Before 
the war of 19x4 10 per cent was rare, and die average tvas somewhere near 3. 
Moreover, **unemployifent'* of plant and other resources is usually less than 
unemployment of laho|vr, and unemployed workers and otiber factors are, on 
the whole, less efficient than those remaining in employment. 
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“unproductive,” because it is not directly concerned with the 
production of goods. But what is production? Man cannot 
create matter. He cannot 'bring goods into existence out of 
nothing. The farmer arranges seeds in the soil in such a way that 
they draw sustenance &om the earth and from the air and grow 
into plants. The shoemaker converts a piece of leather into a , 
pair of shoes. The milkman brings milk from the dairy to the 
home. The shopkeeper holds a stock of goods from which his 
customers may select as and when they wish. Production cbnsists 
in changing the form of matter or moving gooi£ from one place 
to another or holding stocks of goods over time. 

From the standpoint of the individual, his work is productive 
if it procures him an income. The question whether a particular 
kind of work is productive from the standpoint of the community 
is really a question for social philosophers. Granted that the 
final object of production is to satisfy the wants of consumers for 
consumers’ goods,^ all economic ‘activity is productive in so far 
as it enables these wants to be satisfied more fully. For example, 
various activities are required in order to transform coal .em- 
bedded in tlie earth into a domestic fire. Hie activities of the 
miners who hew the coal, of those engaged in transporting it, of 
the merchants who organize the distribution of the coal to the 
numerous consumers who demand it, and of the domestic 
servants who prepare the fires, are all "productive." It is some- 
times urged that there are too many “middlemen” in one line' 
or another. But it is always open to producers to sell directly "to 
consumers if they wish. If they find it pays them better to sell to 
middlemen, the presumption is that the latter are useful links 
in the chain. It could doubtless be urged that activities tvhich 
prove subsequently to have been misguided and useless, such as 
the work preparatory to constructing a canal which is never 
completed, are “unproductive,” but of course this is a conclusion 
which can be drawn only after the event. Some may contend 
that, for example, the drink trade diminishes efiSciency and is 
therefore “unproductive,” but it caimot be denied that it 
satisfies consumers’ wants. However, we must leave this and 

1 The producers themselves may derive a certain satisfaction from their 
activity. We shall refer to this in connecdon with WAm and svith Unemploy- 
ment; for the present tve can leave it op one side ^thout invalidating the 
discussion. 
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kindred questions to' be discussed by social’ philosophers and 
others. 

2 . THE MEASUREMENT OF THE VOLUME OF 
PRODUCTION 

, ■ The volume of production of a 'community is its output of 
' goods and services per unit of time. The unit of time usually 
chosen for purposes of measurement is the year. This is a con- 
venient unit, as the output of many goods and services varies 
with the seasons.' In particular, a number of important,crops are 
harvested, in any given cotmtry, once a year, so that a country 
may produce much more during the harvest months than during 
other months and, incidentally, if its exports consist largely ol 
such crops they will be greater during the months foUorving the 
harvest than during the other months, although the extent ol 
this difierence depends on how far stocks are held in the importing 
rather than in the producing dbuntries. 

It is only the output of consumers’ goods and services which 
directly affects the standard of living^ but, as %ve have seen, 
producers’ goods of all kinds, from buildings and machinery to 
raw materials and semi-finished products, are required to bring 
about the output of finished consumers’ goods. The tvork done, 
for example, in preparing the ground for the seed or in making 
a rdad is just as much “production” as the work done in adding 
Ihe final touches to ncarly-fiiushed consumers’ goods. Pro- 
duction in this broad sense goes on fairly regularly throughout 
the year; it is only the rate at which final products emerge from 
the productive process which varies from one season to another. 
We rilust therefore include goods and services of all kinds in the 
voliune of production. 

It is clearly necessary to avoid double-counting. Materials 
pass through various stages before they finally emerge embodied 
in finished goods. Thus wheat is embodied in Hour and flour is 
embodied in bread. If ail the wheat and all the flour and all 
the bread were included, the flour would be counted twice over 
and the wheat three times over. As a rule, therefore, in computing 
the volume of production the output of any establishment is 

' We are thinking of a dosed commoniw- An open community may export 
producers’ goods, receding in exchwge imports of consumers’ goods for 
current consumption. Thus Great Britain exports, among other things, coal 
and machinery, and imports mainly foodstu^. 
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taken "net,” the value of the materials used (including, for 
example, the fodder consumed by cattle on farms and the heat, 
light, and power used by'factories) being deducted fiom the 
value of the output in order to obtain the net value added by the 
establishment to the materials used. 

Again, depreciation preSents a problem. Part of the tota^ 
output of a country consists of repairs, renewals, and replace- 
ments. If these were not made, the “ capital” of the country — its 
material assets — would be less at the end of the year thafi at the 
beginrung, and this would tend to reduce the volume of produc- 
tion in the future. It is usual, therefore, to measure the net 
volume of production after deducting “depreciation”: to say, 
for example, that 10 per cent of the output is required to maintain 
capital intact. But it is very difficult to say exactly by how much 
the total capital of a country has in foct increased or diminished 
over a year, or exactly what p^entage of the volume of pro- 
duction would be required to maintain capital intact. 

Many thousands of different kinds of goods and services, are 
produced. How is it possible to add them together to form a 
statistical total which can be tised to compare the volume of 
production of one year with that of another year? The only 
possible tvay is to add together their money values, avoiding 
double-counting. But prices in one year will differ &om prices 
in another. The vahie of output may be greater in the year when 
prices are high although its volume may be less. Various devices 
can be used to try to eliminate the eflfects of price change? in 
order to get a comparison of volume. Thus the output of any 
year can be valued at the prices ruling in some year taken as the 
“base” year. For example, if 1930 is chosen as the base year, 
and the price of a bushel of wheat in 1930 was 3s., every bushel 
of wheat produced in subsequent years will be valued,, for this 
purpose, at 5s., whatever its actual price may be, and similarly 
tvith all other goods and services. In this way the output of 
every year is valued at the prices ruling in 1930. Suppose that 
the actual value of production in 1930 was £iooQ million and in 
1937 £5000 million, but that if everything produced in 1937 
was v jued at its price in 1930 the ouqiut of 1937 would come to 
only £4400 million. It would then be said that the Volume of 
production in 1937 tvas 10 per cent greater ^|ian in 1930, although 
its actual value was 25 per cent greater. 



io8 ECONOMICS 

But no such device' can fully overcome the diflSculty. The 
problem is in fact insoluble. What we are really trying to measure 
is the extent to which the output of one year will satisfy wants 
more fully than the output of another year. As time goes on, 
changes take place in the numbers and composition of the 
population, in their tastes, in the distribution of wealth, and in 
the kinds of goods and sendees produced. Exactly the same 
output might give much more satisfaction in iggo than in 1935, 
for in the latter year people might want more keenly than before 
goods of which relatively few were produced in 1930, and less 
keenly than before goods of which relatively many were produced 
in 1930, whilst the incomes of those people whose demand for the 
former goods was greatest might have increased relatively to the 
incomes of others. No method of calculation can allow for such 
changes. But even if such changes are relatively unimportant, 
the composition of the output change as time goes on. Let 
us take an extreme example. Suppose that in the value of 
the bacon produced and of the eggs produced was the same. In 
1935, owing to swine fever on the one hand and a wave of 
fertility among the hens on the other hand, only half as much 
bacon was produced as in 1930, but 50 per cent more eggs. Is 
it reasonable to say that the wants for bacon and for eggs were 
toge^er satisfied as fully in 1935 as in 1930? Yet their combined 
^ue, measured at 1930 prices, was the same in both years. 
Further, new goods, and new types and qualities of goods, come 
into use as time goes on. One has only to look at an early 
cinematograph film to see the many changes that have taken 
place ip our clothes, furniture, motor cars, and so on. The more 
the composition of the output differs between two years, themore 
difficult it is to make a comparison. This means, in practice, that 
comparisons between years which are far apart have less signi- 
ficance than between years which are fairly dose together, 
although even the latter can never be more than rough 
approximations. 

But although accurate measurement is not possible, no reason- 
able person can doubt that the volume of production p^ 
head in Great Britain to-day is much greater than 'it was a 
hundred years ago or.than it is in, say, India at the present.time. 
And the difficulty of/jneasuring it does not make it anythe less 
important. We now turn, therefore, to’ the question of what 
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determines the volume of production in a country with a given 
populadon. 

3. INFLUENCES AFFECTING PRODUCTION 
Among the forces which determine the volume of production 
of a co mm u ni ty, its social organization and institutions play'd 
large part. In Book III we shall give a general account of how* 
production is organized under capitalism, which is the system 
prevailing in all modem democratic countries. But there are also 
other ii\jluences affecting production which operate under any 
form of social organization. The present book coniines itself to 
a discussion of these influences. 

. They can be grouped under three broad heads. In the first 
place, there are influences beyond the control of man. Produc- 
tion may be diminished by earthquakes or floods or dust-storms; 
suitable weather conditions lead to good harvests and unsuitable 
ones to poor harvests. * 

In the second place, production is profoundly influenced by 
the technical knowledge of the commuiiity. JEconomic progress 
in the past has been due mainly to inventions and discoveries 
which increased man’s control over Nature. However society 
may be organized, the man who discovers bow to make two 
blades of grass grow where only one blade grew before is a bene- 
factor — always assuming that the community wants grass* and 
does not object to the new methods (as the inhabitants of Erewhon 
objected to machinery). • 

In the third place, production depends upon the means of 
producdon, or “fectors of production,” available, and the 
manner in which they are utilized. Consumers’ goods are Scarce, 
relatively to human wants, because the means of producing them 
are scarce. .We cannot all have, fi>r example, as much tnilk as 
we .want. Milk is scarce because cows are scarce and cows are 
scarce because land and labour, to provide them with food, are 
scarce. We could double or treble the output of milk, but only 
at the cost of diminishing the output of other goods, by diverting 
land and labour away fi'om the production of other goods and 
into the dairying industry. The amounts and kinds of consumers’ 
goods which can be produced are limited, given the state of 
technical knowledge, by the means of production ayailable. 

We must point out, however, that an incr ease in the supply of 
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labour due not to mfire work being done per man (or to the 
acquisition of robots) but to an increase in the population, 
might not raise the general standard of living. It would almost 
certainly increase total output, but it would increase also the 
number of persons among whom the output was shared and the 
.{lercentage increase in population cQight exceed the percentage 
increase in output. 


4. FACTORS OF PRODUCTION 

We shall have a good deal to say, in the pages which follow, 
about &ctors of producdon. Hence it seems desirable to point 
out at once some of the difficulties and ambiguities of this 
concept. 

Anything which contributes towards output is a ffictor of 
production. Goal is a product fom the standpoint of the owner 
of the coal-mine, but in so far as it is used as a producers’ good, 
as in the boiler-room of a factory, it is a iactor of production. 
The finished products of one firm are iactors of production in so 
far as they are tised as materials by another. In short, any 
ingredient which "goes into” the productive process at any 
stage is a factor of production. 

Some factors, however, cannot be appropriated by man, 
caimot be bought and sold, and are therefore usually left on one 
side in economic discussions. Sunshine is an obvious example. 
If* one acre enjoys more ffivourable climatic conditions ' than 
another, it will produce more and, under a price-system, will be 
wortl^more, as agricultural land, than the other. The difference 
in sunshine affects the productivity of the land, but only the lEmd,' 
and not the sunshine, is commonly regarded as a ffictor of 
production. It is really the services rendered by a fiictor which 
contribute towards output, and not the factor itself. This may 
seem a hair-splitting distinction, but failure to note it may cause 
much confusion. An employer wants labour services, man-hours 
of work performed, and not men as such. Under slavery, men 
are bought and sold, but the price given reflects the estimated 
net capitalized value of their future services: it is the services, 
and not the men as such, which contribute to production. A 
given number of m& may perform more or- less work per year. 
They may work more or fewer hours, or rvith grater or less 
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intensity. Hence 'the expression “the supply of labour” is am- 
biguous. It may mean the number of workers, or the number of 
man-hours of services rendo-ed, or the actual amount of work 
performed. Similarly, for example, the machinery in a fectory 
can be worked for eight bouts a day only or, under a two-shbl 
or three-shift system, for sixteen or twenty-ifaur hours. 

Further, a given amount of factor-services may make a greatc. 
or smaller contribution to output. The same land may produce 
more in one year than another simply because the dmlate is 
better. 4. man may exert just the same efibrt in broadcasting 
whether he is heard by a thousand or by a million listeners. A 
business man may exert just the same efibrt in reaching decisions 
whether they relate to pounds or to hundreds of pounds. Capital 
goods such as roads or bridges can also be utilized more or less 
fully. 

We must of course bear these ftets in mind, but at the same 
time it seems desirable to distinguish between the factors them- 
selves and their product. The actual factors of production arc 
the men, the land, and producers’ goods of alljdnds. 

It is customary to group all factors of production under the 
three broad heads of Land, Labour, and Capital. There is not 
very much significance in this classification. It implies that every 
kind of worker, whether he be a captain of industry or a famous 
surgeon or a navvy, must be lumped togefiier under Labour. It_ 
implies that land can readily be distinguished from capital, 
although it vrauld puzzle a r^way company or a dock compahy 
to make the distinction. And it groups together the most diverse 
factors, fix>m shops to lorries and lubricating oil, under Coital. 

The distinction between land and capital is often said to 
reside in the fact that land is a gift of Nature while capital is 
produced by man. Land and labour are said to be original means 
of production and capital is said to consist of produced means of 
production. But the productivity of land and labour (as also 
of capital goods themselves) can be increased by the investment 
of capital. Land can be improved by dealing it, draining it, 
fertilizing it, and so on. Much land, in old countries, is largdy 
man-made and it is impossible, and uimecessary, to distinguish 
the original land from the subsequent improvements. In the 
same way workers can be made more proluctive by investing 
capital in training them. Deposits of minerals, however, can be 
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depleted but camiot i>e increased. For example, the great iron- 
field of Lorraine %vill be exhausted, if ore continues to be taken 
fi-om it at the rate of recent years, in about seventy years. 

This threefold division into Land, Labour, and Capital is 
quite inadequate ibr some purposes. For example, if all land is 
lumped together and the acre is taken as the unit, we are con- 
’ standy faced with the diflSculty that one acre may differ very 
greatly in productivity fi:om another, since an acre is merely a 
measure of area. We caimot therefore make any definite state- 
ments as to what happens when an additional acre is employed 
in the production of, say, wheat, fbr this additional acre may be 
very different fi-om the acres already employed. In the same 
way one kind of labour may be very different firom another, and 
there are numerous kinds of equipment, materials, and othci 
goods. 

The best solution seems to be to sub-divide Land and Labour 
and Capital, grouping togethfar all similar acres or workers or 
goods, and considering each group as a separate “&ctor of 
production.” Each unit of any given factor will thus be a practic- 
ally perfect substitute for any other unit of that same fector. 
This gives us a very large number of “factors,” but it is the only 
method of classification which makes economic analy^ posdble. 

But we must explain one point. It will be remembered that 
meet means of production are not completely specific, but on the 
'contrary are capable of certain alternative uses. Suppose that 
Mr. Owen Jones gives up coal-mining and becomes a competent 
builders’ labourer. Are we to say that the supply of factors of 
production remains the same, because Mr. Owen Jones is still 
Mr. Owen Jones, or are we to say that the supply of one factor, 
namely coal-mineis, has diminished and -that the supply of 
another factor, namely builders’ labourers, has increased? We 
shall take the latter view. It must be remembered, however, that 
some investment of capi^ (in training workers, fencing land, 
and so on) may be necessary to convert one type of factor (such 
as wheat-land) into another (such as sheep-land). 


S. THE PLAN TO BE FOLLOWED 
We shall divide c^u: study of the influences afifecting production 
into two parts. Certmn influences which are of a general and 
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technical nature, in that they always operate whatever the system 
of social organization may he, are discussed in the present Book. 
We show how output is increased by division of labour, or 
specialization, and by the use of more “capitalistic” methods 
of production, and how changes in the proportions of the factory 
used affect the volume of output of any given product and the* 
“marginal product” attributable to a given factor in that line 
of production. We conclude with a brief sketch of the economic 
problems wUch would con&ont an all-poweriul dictator, and 
of how he might solve them. The second part of our discussion 
will be found mainly in Book III. There we try to show how the 
problems of what to produce, and by what methods, are solved, 
and how the technical facts discussed in the present book are 
taken into account, under capitalism. 

But we have to proceed by stages. The monetary 5 ud banking 
system has a great influence on production, but we must postpone 
a full account of it until Book IV. Again, a discussion of the 
influence exerted by international trade and migration and 
investment is postponed to Book V. MoreovSr, the problem of 
unemployment is closely coimected with monetary policy and 
the trade cycle, so that the discussion of it in Chapter XVII is 
incomplete. For the present, we are assuming a closed com- 
munity in which the monetary system works smoothly and Siere 
is full employment. • 

It will be appreciated that a discussion of the causes of natural 
phenomena such as earthquakes and of events such as wars and 
inventions, which may exert a great influence upon production, 
falls outnde the scope of the science of economics. But ecoifomics 
can and does throw light on their efiects upon output and prices. 
We shall asstune, for the most part, that the supplies of the 
various factors, and the state of technical knowledge, are given, 
as indeed, at any moment, they are. But we shall also try to 
show how changes in the suppli« of factors (such as fliose due 
to earthquakes and wars) and in technical knowledge and in 
tastes affect the size and composition of the output, the methods 
of production used, and the prices of factors and goods. Our 
remarks upon these topics will be found mainly in the following 
Book. 


3 — (B,S93) 



CHAPTER VIII 

DIVISION OF LABOUR 

Adam Smith begins his Inquiry inio the Nature and Causes of the 
Wealth of Nations \vith a discussion of the division of labour. He 
says — . 

The greatest improvement in the productive powers of labour, and 
the greater part of the skill, dexterity, and judgment %vith ^vhich it is 
anywhere directed, or applied, seem to have been the effects of the 
division of labour. [He takes an example from the trade of pin>inaking.] 
A workman not educated to this business (which the division of labour 
has rendered a distinct trade), nor acquainted with the use of the 
machinery employed in it (to ^e invention of which the same division 
of labour has probably given occasion), could scarce, perhaps, with his 
utmost industiy, make one pin in a day, and certainly could not make 
t^venty. But in the ^vay in which this business is no^v* carried on, not 
only the whole work is a peculiar trade, but it is divided into a number 
of branches, of which the greater part are likewise peculiar trades. .One 
man dra^vs out the 'svire, another straights it, a third cuts it, a fourth 
points it, a fifth grinds it at the top ibr receiving the head ; to make the 
head requires two or three distinct operations ; to put.it on is a peculiar 
business, to whiten the pins is anodier; it is even a trade by itself to 
,put them into the paper ; and the important business of making a pin is, 
in this manner, divided into about eighteen distinct operations, which, 
in* some manufactories, are all performed by distinct bands, though 
in others the same man will somedmes perform two or three of them. I 
have seen a small factory of this kind where ten men only were employed, 
and where some of them consequently performed t\\’0 or three distinct 
operations. But though they were .very’ poor, and therefore but in» 
differently accommodated with the necessary machinery, they could, 
when they exerted tliemselves, make among ^em about dvelve poimds 
of pins in a day. There are in a pound up>vards of four thousand pins of a 
middling size. Those ten persons, therefore, could make among them 
upwards of forty-eight thousand pins in a day. Each person, therefore, 
making a tenth part of for^-eight thousand pins, might be considered 
as making four thousand eight hundred pins in a day. But if they had 
all wrought separately and independently, and '(vi^emt any of them 
having been educated to this peculiar business, they certainly could not 
each of them have made Uventy, perhaps not one pin in a day; that is, 
certainly not the two hundred and fortieth, perhaps not the four thousand 
eight hundredth part jlf what they are at present capable of performing, 
in consequence of a proper division and combination of their different 
operations. 
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Under division of labour one man ^one may “make” a 
commodity, such as a pair pf shoes or a chair, exchanging units 
of this commodity for other goods which he wants. Even so, he 
would probably not produce his own raw materials or tools. In 
a modem community it is tjie exception for one person alone -to 
make a commodity. *• 

In a lactory or on a railway or ship or any other productive 
unit the workers are usually divided into groups, each performing 
a different task, as in the above illustration of pin-making. Scores 
or hundreds of different “occupations” may be foimd inside the 
same works. And nearly all goods require the co-operation of a 
number of different industries, to transform the raw materials 
into the finished product. For example, the transformation of 
raw cotton into handkercliiefs (m the hands, or pockets, of the 
consumers) requires the co-operation of the “industries” of 
cotton-growing, cotton-girming, ootton-spirming, cotton-sveaving, 
bleaching and finishing, and of the relevant branches of whole- 
saling and retailing, to say nothing of transportation, building, 
the manufacture of textile machinery,- warehausing, advertising, 
and so on. This implies that the labour involved is specialized 
into many ^fforent occupations, each performing one or more 
specialized tasks. 

Even in piimidve conununities there is some division of labour, 
but a modem economy carries it to far greater lengths. Th« 
modem economic world is based upon division of labour. W;jh- 
out it, each household would have to produce for itself everything 
which it consumed. Only a fiiaction of the present population 
could exist and that fraction only at a very low standard ofjiving. 

We should beware^ however, of attributing all the increase in 
productivity per head which has taken place during recent 
generations to the development of division of labour. Part of 
it has been due to the continuous increase of technical knowledge 
(although this itself has been greatly facilitated by division of 
labour, which permits men to specialize in different branches 
of research). Part of it, again, has been due to the grotvth of 
capital, although this too has been facilitated by the increased 
output made possible by division of labour. In many cases, to 
create new occupations by splitting up production into more 
processes requires more capital, in such '.torms as specialized 
machines and equipment. Thus division of labour and technical 
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progress and the growth of capital combine together to increase 
output. 

Division of labour could equally well be termed specialization. 
For it involves the specialiration of means of production to 
particular uses — the creation of numerous “lactors of production” 
in our sense of the term. It involves the specialization of land 
and capital, as well as of labour. 

Let .us consider first the specialization of labour. To take a 
simple example, mppose that ttvo men both make exactly the 
same kind of simple wooden toy and sell their toys in the streets. 
Suppose the first man -can make 20 toys in ttvo hours but takes 
six hours to sell them, while the^sccond man takes six hours to 
make 20 toys but only ttvo hotus to sell them. If the two men 
join forces, the first — specializing on making — can make 80 in 
eight hours and the second — specializing on selling — can sell 
these 80 in eight hours. Their- combined output is doubled by 
divmon of labour. 

There is equally an advantage in specializatioD if one man can 
do everytiung better than another but his superiority is more 
marked in one line than in others. Suppose -^at in a week A 
can make either io shoes or 10 handbags and actually makes 5 
of each, while B can make either 8 shoes or 4 handbags and 
actually makes 4 shoes and 2 handbags. By joining forces and 
specializing, A on handbags and B on shoes, their joint weekly 
output is increased fiom g shoes and 7 handbags to 8 shoes and 
to handbags — ^an increase, supposing shoes and handbags to be 
of equal value, of 12 J per cent. Although this is a very simplified 
example, the principle it illustrates is of great importance. We 
discuss it at some length in Chapter XXV under the title of 
“Comparative Costs,” but it applies to all factors (in so far as 
they can specialize) and to internal just as much as to inter- 
national trade. 

The special aptitudes of dififerent persons for different tasks 
may be either innate or acquired. . Division of labour enables 
differences in natural aptitudes to be utilized. It also enables 
persons to acquire an aptitude for a particular task by learning 
it and practising it. ^We thus get a wide range- of occupations. 
.This specialization, course, implies a subsequent exchange of 
products. It would Lot be possible if each person had to produce 
all that he consumed. 
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In the same way different areas of land are specialized to 
different tasks. Some land may be naturally suitable for certain 
products, owing to its mineral rcsoiu-ccs or its climate and soil. 
Other land may be made suitable, for example by irrigation. 
Most specialized land is a ijlend of natural and acquired advan- 
tages. We may again illustrate by a simple example how special-' 
ization may increase production. Suppose there are two areas: 
one specially suited for wheat and the other for tea. If ^ach is 
self-supporting, the first produces, say, 1000 units of wheat and 
BOO of ffia; the second, say, 1000 of tea and 200 of wheat. If 
the first produces only wheat, it can produce, say, Booo units and 
if the second produces only tea it can produce, say, 2000 units of 
tea. Thus instead of having only 1200 wheat and 1200 tea pro- 
duced betsveen them, by specialization they can have 2000 of 
each — the same means of production. The first area can then 
exchange some of its wheat against tea firom the second area. 

Specialization of equipment, as we know it to-day, is made 
possible by division of labour. If each man did everything for 
himself, he would have to provide all the tools he required. 
Specialization economizes tools, since only the specialist m each 
line meed have a set of his special tools. But it also does much 
more. It enables elaborate machinery to be used which it would 
fiat be ivorth while for one man to use for himself alone, e«en if 
he could construct it. Division of labour makes large-scale 
production possible. 

Thus specialization gives men products they could not other- 
tvise get. Without it, a man incapable of, say, playing a musical 
instrument would never hear music (unless he overheard his 
neighbour, who could play). A man living where tropical pro- 
ducts could not be grotvn would have to go without them. People 
in a region tvithout coal or oil or water-power could never 
utilize these sources of power. And men who could do some 
specialized things would, be no better off. A saxophone player 
may enjoy his vocation if he can obtain the necessaries and 
comforts of life by playing a saxophone for a few hours a day — 
but if he could provide himself with nothing but moans from 
his saxophone he would perish miserably. -There was once an 
Afiican tribe whose area produced only b^anas and the food 
value of bananas is so low that these uiifor ornate people had to 
munch bananas all day long. Specialization also provides men 
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with products which t&ey could produce for themselves but which 
they can get in greater quantities or with less effort by special- 
izing on something else and exchanging: as in our wheat and 
tea example. 

■It is important to realize that division of labour is limited by 
The extent of the market. A doctor whose practice was confined 
to a small village would not be able to specialize upon one par- 
ticular, branch of his art. Indeed he might have to supplement 
his earnings as a doctor by doing some other kind of work. 
Again, an island eminendy suitable for growing ban£nas but 
unable to export would probably be used largely for grooving 
other things which the inhabitants desired in addition to bananas. 

But the most striking illustration of this principle is the use 
of specialized and elaborate equipment. A large shoe factory, 
with elaborate machinery, can produce many more shoes than 
could be produced by the same amount of labour and capital 
divided among scores of tiny workshops. But if its sales were 
restricted to a small area, the machinery would lie idle for most 
of the time and dispeople of that small area could probably have 
satisfied their wants more fully by putting less capital into 
simpler shoe machinery and using the rest of their capital for 
other purposes. 

Some products can be produced more cheaply in one place, 
than another, but this advantage may be outweighed by the cost 
of transporting them. Clearly, inventions which reduce transport 
costs extend the scope of division of labour by svidening the 
market. 

Under division of labour it is not true that every factor is used 
for the purpose to which it is best suited. Most factors are not 
completely specific. They are capable of doing any of several 
things. Thus a man might be the best bricklayer in the com- 
munity and only the tenth best architect. If architects were 
"much scarcer, relatively to the demand for them, than •brick- 
layers, the wants of consumers might be satisfied more fully if 
he devoted himself exclusively to architecture. Si mil arly, some 
of the best wheat-land in the tvorld might also be fairly suitable 
for growing grapes. If there was a greater relative scarcity of 
vineyards than of wheat-land, the wants of consumers might be 
satisfied more fully if it were used for grooving "grapes. 

"The introduction of demand, and consumers, into this 
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discussion does not imply that our generalizations are restricted 
to a community organized on a basis of production for profit. For 
example, under a complete dictatorship, the dictator would be 
the consumer, in the sense of the person who exercised demand. 
However the community were organized, the svants of those in- a 
position to make their choice efiective could be satisfied mucfi* 
more fully, from a given supply of means of production, by 
taking full advantage of division of labour. 



CHAPTER IX 

COMBINATIONS O’F FACTORS 

I. FIXED AND VARIABLE PROPORTIONS 
Few economic tasks can be peHbrmed by one factor alone. 
Nearly every form of economic activity requires the services of 
two or more different factors of production, acting in combination. 
Labour as well as land is required to grow wheat and machiner)’ 
as well as labour is required to make pins. Hence the illustrations 
■ which we gave in the previous chapter — of men making toys and 
of land growing wheat or tea — ^vcrc not very realistic. The 
number of toys which a given, man can make per hour is not 
fixed: it \‘/ill be greater if he has good tools than if he has 
poor ones. The amount of wheat which a given piece of land 
■irill yield per yeanis not fixed: it will be greater (up to a point) 
if more labour and agricultural machinery are employed in 
conjunction with the land. This in no way aficcts the validit)' 
of our conclusions about diviaon of labour, but it does -raise 
the ,very important issue of what determines the methods of 
production in different industries, in the sense of the pro- 
portions in which the different factors arc combined in each 
industry. 

It may be that, in order to perform a certain task, different 
factors of production must be combined together in fixed pro- 
pordons. Some plants seem to be planned to employ a fixed 
number of workers, and it appears obvious that taxicabs and 
taxi-drivcis must be combined in the propordon of one to 
one. 

' Sut this is by no means the general rule. On the contrary, the 
general rule is that the proportions bettveen the different factors 
can be varied. For example, a former as a rule can either acquire 
more land or buy more agricultural machinery or engage more 
labour, and a manufacturer as a rule can either subsdtute 
machinery for labour or do the opposite. 

Even when the pzOpordons appear to be fixed they can often, 
in fact, be changed, although this sometimes involves a change 
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in the nature of the product. For example, in a large works 
more or fewer men can usually be employed in supervising; and 
a manufacturer may sometimes find it profitable, in the long run, 
to employ more men testing his products in order to avoid 
delivering imperfect specimens to his customers. Even in the 
case of taxicabs, the proportions arc not absolutely fixed. Taxi* 
cabs in New York are larger and* more luxurious than in 
London — that is to say, tiiere is more capital per taxi-driver — 
while it is said by an eminent authority*^ Aat it;, Japan thie are 
* fi-equently two men at a time engaged in the task of operating a 
taxicab. 

Even when the proportions really are more or less fixed, they 
are usually fixed only in the short run. This is due mainly to the 
fact that capital goods wear out or .are scrapped, and need not 
be replaced by exactly similar capital goods. For example, if 
capital became more abundant, relatively to labour, a blast 
furnace of the type requiring about twelve men to work it could 
be replaced by one of a more daboratc type, with devices for 
automatic charging, requiring only about four men to work it. 
In the same way ring-fi:ame spindles, operated by relatively 
unskilled women, could replace mule-spindles, operated by 
relatively skilled men, although this would^probably mean that 
a coarser type of yarn was produced.’ , 

We shall therefore proceed upon the assumption that the. 
proportions of the factors combined together to perform a given 
task can be varied. This raises the question of the efiect upon 
output of changes in the proportions of the different factors 
employed. This question has usually been discussed in conniption 
with the celebrated Law of Diminishing Returns. 

2 . THE LAW OF DIMINISHING RETURNS 

The English classical economists considered this Law in 
■ relation to agricultiure. They said that if population increased 
more agricultural produce would be demanded. But the total 
amount of laud, they said, was fixed. Therefore as more men 
were employed in agriculture the average amount produced per 

* japatit by H. G. Moulton, page 398. 

* The conditions under which capita goods, althot^^h not ivom out, would 
besciappcd and replaced by otheni of a different type are discussed on pages 

■ *32-i33' 



122 


ECONOMICS 


man -would tend to faD.^ For example, if t^vice as many men were 
employed on the land, the total amount of produce -would-be less 
than double. This tendency, they said, might be counteracted 
for- a time by the progress of knowledge, but it is always present. 
This view led them strongly to advocate a reduction in the birdi 
' fate, in order to raise the standard of living. 

Actually the amount pAiduced per man from the land has 
tended to increase father than to diminish throughout the whole 
of recorded history; and this upward trend has been great! 
accentuated during the last hundred years or so. Thisdias bee 
due to all kinds of inventions and discoveries, such as the dii 
covery of die principle of rotation of crops, inventions of agri- 
cultural machinery, improved methods of fertilizing the soil, and 
discoveries of new varieties .of crops which are more prolific or 
are better able to resist various diseases or various types of 
imfrvourable climate. One consequence of this has been that, 
although the standard of living, so far as food is concerned, has 
risen greatly in most cotmtiics, the proportion of persons engaged 
in agriculture has steadily iallcn. When one man’s labour on 
the land produced food for little more than one family, the 
bulk of die population had to be rural and engaged in 
agriculture. Now that one man’s labour on the land pro- 
duces enough for three iamilies (even at the present higher 
-standard of living) two-thirds of the population can be, and 
are, set free for non-agricultural production, and can live in 
toivns. 

The progress of knowledge has thus proved to be a stronger 
fbree^han the tendency to diminishing returns. But this tendency 
is always present. The Law of Diminishing Returns states how 
output would -vary if tlie proportions of the factors were altered 
at a given moment and this rules out any changes in knowledge. 
It shows the alternatives' which present themselves at any 

^ They said that this would happen -for two reasons. In the first place, 
returns per man from the better land would diminish as it ss-as worked more 
intensivdy. In the second place, worse land w-ould be brought into cultivation. 
But their measurement of land in non-homogencous-acres docs not affect the 
argument. For the worse land would be brought into cultivation only because 
returns per man from the better land diminished sufficiently to .make the svprse 
land worth cultivating: after a point, additional labour could produce as much 
upon the worse land as ^pon the better land. Hence the problem arises only 
ber-ause returns to labour diminish upon the given area of “better Iand“ 
already cultivated. 
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moment, and, as we shall see, it applies to all branches of 
production and not only to agriculture. 

Let us suppose, to begin vdth, that in any branch of production 
_ doubling all the factors would exactly double the total product, 
increasing all the factors by lo per cent would increase the total 
product by exactly lo per cmt, and so on. In reality this may 
not be so. An increase in the scale of production may make it 
worth while to use specialized machinery or to make greater use 
^ of division of labour among the workers.' We shall consider this 
question later. At present we leave it on one side, since our 
immediate problem concerns changes in die proportions of the 
different &ctors. 

In order to simplify, we shall consider only two factors, land 
and labour — each of uniform quality — engaged in the production 
of, let us say, wheat. We can suppose, if we wish, that each 
worker is equipped with a given set of tools. We give an imagin- 
ary arithmetical illustration of how the output of wheat would 
vary, per square mile, jvith changes in the number of men 
employed per square mile. It is important to bear in mind that 
the number of men per square mile can be, for example, doubled 
either by doubling the total number of men, the amount of land 
remaining the same, or by halving the total amount of land, the 
number of men remaining the same, or by some increase in ;the 
number of men coupled with an appropriate decrease in the. 
amount of land. 

The table on p. 1 24 shows three stages. The first stage includes 
.all combinations yvdtih fewfer than eight men per square mile. 
Seven men per square mile gives the highest average product per 
man. As the number of men per square mile is increased &om one 
to seven the average product per man is increased. The reason 
for this is that a square mile’ is too large an area for fewer than 
seven men to tackle: they waste some of their effort in trying 
to work it all. (Any reader who objects to these figures is at ' 
liberty to substitute a hundred, or a thousand, square miles for 
one square mile — but it cannot be doubted that some area of land 
^vill be too la^e for six men to- cope with.) Hence, however 
small might be the number of men engaged in wheat-growing, 
and however large might be the amount of land available, they 
would not (if they realized the facts) attempt to n'ork more than 
one square mile per seven men. Suppose, for example, that in a 
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neiv colony 70 men’^vere engaged in wheat-gro-wang and had 
an almost unlimited amoimt of free land at tbeii- disposaL The 
greatest amount of tvheat they coiud produce would be 12,000 
units and they could produce this only by concentrating upon 10 
square miles of land, lea'i'ing the rest of the land alone. If they 
' 'tried to work, say, 70 square miles at a time they trould produce 
only 7000 units of wheat. Hence this first stage, provided men 
know^what they are doing, will never be found in practice. 


Produot of LAstiuR (m Urars of Wheat) per Squasr Mur of Lard 


Ntiznbcr of .Men 
(per Square Mile) 

Total ’Product 
(per Square 

Average Product 

^laisinal 
Product ^ 

I 

100 

100 

200 

2 

250 

125 

150 

3 

450 

150 

200 

4 

€46 

161-5 

206 

5 

837 

167-4 

191 

6 

1022 

170-3 


7 

1200 

171-4 

178 

8 

1370 

172*2 

170 

S 

> 53 « 

I70'i 

i6x 

xo 

1682 

i68*2 

151 

JZ 

1832 

165-6 

2^ 

12 

*950 

162-5 

Z28 

13 

2065 

158-8 

115 

14 

3166 

154-7 

lot 

15 

2252 

ISO'* 

86 

16 

2332 

* 45 '* 

70 

n 

=375 

139-7 

53 

18 

2410 

133-8 

33 

19 

2426 

127*6 

16 

20 

2422 

221*1 

— i 

21 

2397 _ 

. 114*2 

- 

— 25 


The second stage includes all combinadons from eight to 
nineteen men per square mile. Up to this point the ouqtut per 
square mile continues to increase, although the output per man 
is dimin ishing. 

The third stage indudes all combinadons containing more than 
nineteen men per square mile. If more than nineteen men per 
square mile are employed on a given area of land, the total 
ouQjut from that area could be increased by reducing tbe number 
of men to nineteen yer square mile. The maximum output from 
a given area of land is 2426 units of wheat per square n^e^ and. 








Combinations op factors 125 

in order to obtain this, nineteen men, and not more, are required. 
The reason for this is that -qrhen there are more than nineteen 
(and again if the reader does not like these figures he may sub- 
stitute nineteen htmdred or nineteen thousand) the men impede 
one another: too many coo]j5 spoil the broth. Hence the third 
stage would never be Ibund in practice, fbr it contains too large * 
a proportion of labour. The only stage found in practice would 
be the second. , 

In this second stage it is clear firom the table*that as the pro- 
ortion ot labour to land increases, the average product per man 
diminishes. And as the proportion of land to labour increases, 
the average product per square mile diminishes. To see this 
&om the table, we must read it upwards. As the number of 
men per square mile diminishes (that is, as the proportion of 
land to labour increases) firom nineteen to seven, die output 
per square mile diminishes. (As •some readers tend to think of 
one factor as fixed in amount, we shall illustrate this particular 
case by supposing the number of men to be fixed at i8. If they 
work one square mile, the table shotvs that Iheir total output 
tviU be 2410 units. If they work square miles what tvill their 
total output be? They tvill then be 12 to the square mile, so 
that their total output tvill he 150 per cent (^|) of 1950 units, 
namely 2925 units.' If they woit 2 square miles they will be 9 
to the square mile, so their total output will be twice 1531,* 
namely. 3062. Henc^ — 

18 men produce 

on I square mile 2410 units = 2410 per square mile, 
on I J square miles 2925 units = 1950 per square nulc, 
on 2 square miles 3062 units = 1531 per square mile. 

As the amount of land per 18 men increases, the average 
product per square mile diminishes. It rvill now, perhaps, be 
clear that this can be seen direedy from the table.) 

Hence we conclude that (apart fiom indivisibilides, which 
will be explained and discussed later) in practice every factor 
will be combined with other factors in such a propordon 
that if it alone were increased its average product would diminish. 
We should expect to find, that is, that every factor yields dimin- 
ishing average returns. There is nothing peculiar about land or 
agriculture: this pile applies to every factor and to every in- 
dustry. And, indeed, t^ is exaedy what our common sense 
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would lead us to expect. "If any one factor alone were increased 
by, say, lo per cent, the quantity of the other factors remaining 
the same, we should expect the toted product to increase by less 
than 10 per cent. If this were not so, then all the food in the 
world could be produced from one^small plot of land, since the 



output from that plot could be doubled indefinitely by doubling 
the men and other factors employed upon it. 

Wr- turn now to the marginal product of a factor. This is the 
addition to the total product due to the addition of one more 
unit of the factor. The last coliunn of our table shows the marginal 
product of labour per square mile. Increase the number of men 
per square mile from, say, seven to .eight and the marginal 
product of labour (per square mile) falls from 178 units to 170 
units. This figure, of 170 is obtained by subtracting 1200 — ^the 
output per square mile when there are seven men per square 
mile — ^from 1370 — the output per square mile when there are 
eight men per square mile. It would be misleading to say that 
the extra 170 unite are "due to the eighth man” since, by 
definidon, the eighth man is no more and no less efficient than 
any of the others. The 170 units are the marginal product of 



COMBINATIONS OF FACTORS 127 

labour per square mile when eight -men are employed per square 
mile. The marginal product of labour, per square mile, is shown 
in Fig. 1 7. Reading &om left to right, the first rectangle or pillar 
represents the product when there is one man (namely too units), 
the second rectangle represents the amount added (namely 150 


Y 



units) when there are two men, and so on. The total product 
when there are x men is the sum of the * rectangles, and the 
marginal product is the xth rectangle. If the marginal product 
is negative, it is represented by a rectangle below OX and the 
total product is tlie rectangles above OX minus those below OX. 
The diagram is usually simplified, as in Fig. 18, by showin* only 
the smoothed curve. The total product of OM men is the area 
OABM; their marginal product is BM. 

It will be noted that, in our table, the marginal product of 
labour at first rises more sharply, as we suppose the number of 
men per square mile to increase, than the average product of 
labour. The marg^al product of two men (per square mile) 
b 150 units and of three men 200 units as against an average 
product of 125 and 150 imits. The marginal product of labour 
begins to fall (when more than three men per square mile are 
engaged) while the average product cont^ues to rbe until it 
reaches a maximum (when seven men per square mile are en- 
gaged). At this point the marginal product and the average 
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product are equal. (They are not exactly equal — 178 as against 
171-4 — in our table because we dp not show “fractions of a 
man” per square mile. The true maximum average product is 
a little higher than 171-4 and would be reached when the 
number of men engaged per square mile \sras seven plus an 
*■ eighth man working most of his time, but not all of it, and at 
this point — with about 7*8 men per square mile — the average 
and marginal products would be equal.) Beyond this point 
both the marginal and the average product fell continuously, 
but the former fells more sharply than the latter, and become: 
negative when as many as twenty men per square mile are 
engaged. 

These relations between average and margin^ product must 
always be true^ if the average product first rises and .then falls. 
They are shown on the diagram below. 


Y ' 



We may now state the Law of Diminishing Returns. ^ the 
proportion of one factor in a combination of factors is increased, after a 
point, the marginal and average product of that factor will diminish. 

^ It is difficult to “explain" this. As long as the marginal product is above 
the average product, ti^ latter must be rising, and as long as the maiginal 
product is bdow the av^ge product, the latter must be falling. When the 
t%vo are equal, the average product is neither rising nor falling: i.c. it is at a 
maximum. Some readers may be able to convince themselves by svorking out 
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This assu m es that the state of technical knowledge is given and 
that there are no “econonue;g of scale.” 


3. THE ALLOCATION OF FACTORS AMONG 
IN9USTRIES 

At any moment a community possesses definite quantities of 
the various means of production.* We must now give a prelim- 
inary answer to the question of what determines,how these teeans 
of production are allocated among different industries. It is this 
allocation, of course, which determines what assortment of goods 
and services is produced. 

In answering this question we must bear in mind that most 
branches of production require the co-operation of several 
different factors, and that most factors of production are capable 
of rendering service in any one of several industries. 

The reader may be tempted to conclude fi-om the hypothetical 
figures of our table that the “best” proportion of labour to land 
in wheat-growing would be seven men per square mile, since 
this is the proportion which maximizes the average product per 
man. But this would be true only if wheat-land were so abundant 
that the commimity could use as much as it \vished without 
thereby diminishing the production of anything ebe. And this js^not 
likely. Much wheat-land is capable of producing other things — ■. 
oats, barley, sheep, grapes, and so on — ^and, as a rule, to allot 
sufficient land to wheat-growing to maximize the average product 
per worker in wheat-growing would inevitably mean reducing 
considerably the output of alternative products. The comiyunity 


illustrations in terms of cricket scores. Or we can think of men be^ arranged 
in a row. If the first man is 5 ft. tall, the second 5 it. z in., the third 5 fn 6 in., 
and the foui^ 6 ft., these increases in the “marginal height" make the 
“average height” increase, but it will remain below the “rnarginal height." 
Thus the average height of these four men will be only 5 ft. 5 in. Now suppose 
that subsequent men are progressively shorter — say the mth man is 5 ft. r rf im, 
the sixth 5 it. r if in., and so on. Clearly for some time the average height in 
the tow will continue to increase. When the average height reaches a maxi- 
mum, it is neither increasing nor decreasing — for a moment the curve repre- 
senting it is neither rising rmr failing, and must therefore be horizontal. The 
last addition neither raises nor lowers the previous average, hence it must 
equal it. Thus if the average height of our men first rises and .then falls, and 
if at the point when it ceases to rise the next man does not make it begin to 
fall, his height must equal the average height of the men in the row. 

t For the present we can neglect the fact that given men can do more or less 
work. 
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must somehow distribute its land among different industries in 
such a way that it would not prefer to have more land in one 
industry and correspondingly less in another. THis result is 
achieved when the community places the same value upon the marginal 
product of land {the addition to the iptal product resulting from the 
' addition of one more unit of land) in every industry in which land is used. 
This means that, on the figures given in our table, less than one 
square mile of land will be employed in conjunction with eveiy 
seven men in wheat-growing. For if one square mile were , 
employed with every seven men, the marginal product of l^d 
in wheat-growing would be zero — the last increment of land 
(given the number of men) would have added practically nothing 
to the total output of wheat and-fiirther additions of land would 
actually diminish it. The labour force, being fewer than seven 
to a square mile, would be trying to work more land than it 
could properly manage and would get a bigger product by leaving 
some land unused^. But (unless land is so abundant that, under 
competition and a pricing-system, its price is zero) the marginal . 
product of this laid in other industries will be positive and may 
'be quite considerable. Hence sufficient land cannot be spared 
for wheat-growing to maximize the average output of wheat per 
man. Land^is scarce and must be economized. 

The same point can be illustrated, perhaps more clearly, if we 
•consider labour. Granted that land is scarce, it might seem that 
the “best” proportion of labour to land in wheat-growing would 
be between nineteen and twenty men per 'square mile, since this , 
is the proportion which maximizes the output of wheat per 
square mile. But this proportion would mean that the marginal 
product of labour in wheat-growing was zero. The last incre- 
ment of men (given the amount of land) would have added 
practically nothing to the total output of wheat, and further 
additions of men would actually diminis h it. If nineteen to 
twenty men per square mil e were employed in wheat-growing, 
the transference of some of these men to other industries would 
undoubtedly increase the total output of those other industries. ' 
The eqmlibrium situation is that in which the cornmunity places the same . 

^ For exantple, our t^le shows that if 8000 meii tried to work Qooo square 
nules their total product would be only 1,293,000 units (for they would be 
4 to the square i^e). If they left half this land unused- their total product 
would be 1,370,000 units (for they would be 8 to' the square mile). 
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value upon the inarginal product 0/ ' {homogeneous) labour in' every 
industry. Let us illustrate by a simple example. Suppose that 100 
square miles have been allotted to ■wheat-growing and that 
1000 men are employed in conjunedon with this land. The 
transference of loo of these men to other industries would 
diminish the output of wheat by 15,100 units. Is there anythin|f. 
which these 100 men can produce elsewhere which die community 
values so highly that it is prepared to reduce its output of wheat 
from 168,200 units to 153,100 units in order to^obtain it?" If so, 
the tendency vrill be to transfer these men. If not, the quesdon 
arises, of whether enough men are employed in wheat-growing. 
An additional too rnen would increase the total output of wheat 
from 168,200 to 182,200 units. But it would reduce the output 
of the other industries from which the men were transferred. Is 
there anything which too men are producing in other industries 
which the community would be willing to forgo in order to 
obtain this increase in the output of wheat ? If so, the tendency 
will be to transfer men to wheat-growing. In the same way we 
can ask whether the community would prefer to transfer some 
of the 100 square miles from wheat-growing to other usm, or 
conversely. When the answer to all these questions is No, 
equilibrium has been attained, in the sense that there ■will be no 
incenti've (unless some change occurs in the data) for any factor 
to move out of one line and into another. The value of the marginal 
product of a factor will be the same in every line in which it is employed. 

For the sake of simplicity we have spoken as if there were only 
two factors, land and labour, each of uniform quality and each 
capable of a number of alternative uaes. Actually, theje are 
many different factors — many different kinds of land and labour 
and capital goods — and some factors can be used for only one or 
bvo purposes. Nevertheless the conclusions of this section are 
valid : they do apply to the real world. We shall return to them 
when we study the working of the price-system under capitalism. 


4. UNUSED FACTORS 

The contention that "a community should use all its re- 
sources” sounds plausible, but probably few would agree tvith 
it if they realized its implications. Since vei^ few economic tasks 
can be performed by one factor alone, and since a community 
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usually has a large number' of fectors — different grades of land, 
and so on — ^people can often satisfy their wants more fully by 
leaving some factors of production completely unused. Suppose, 
for example, that a community has two coal deposits, one of 
thick seams near the surface and tl\e other of thin seams, deep 
"^own and difficult to work. If it concentrates entirely on the 
better deposit, looo men will suffice to produce a million tons a 
year; Jf it concentrates entirely on the worse deposit, it will take 
5000 men to produce a million tons a year; and if it gets half a 
million tons a year ftom each, 3000 men (500 + 2500J will be 
required. If the community wants around a million tons of coal 
a year, cle2u'ly it would be sheer waste to work the worse deposit: 
by concentrating only on the better deposit fewer men will be 
required to produce a given amoimt of coal. It ^vill pay to work 
the worse deposit only when the better deposit has been worked 
to such an extent that the transference of labour from it- to the 
other one would yield more coal. All this of course is on the 
assumption that the community desires only to satisfy its \vants 
for consumers’ goods as fully as possible fi-om the factors of 
production available. If it regards the employment of large 
numbers of men in coal-mining as an end desirable in- itself, this 
reasoning does not apply. 

We may perhaps mention some other applications of this same 
principle. The community may attain its ends more fully by not 
attempting to cultivate relatively barren or badly situated land. 
A greater product may be obtained by concentrating entirely 
on the better land. 

The principle applies also to material equipment. Suppose, 
for example, that a new type of machine is invented which tvill 
perform a certain task more efficiently than the type of machine 
at present in use for that purpose. TTie community may attain 
its ends more fully by applying the invendon at once and 
scrapping all the old-type machines, even if many of them are 
pracdcally new. 'Whether this will be so depends on two things. 

(i) Suppose that a machine of the new type (if it were pro- 
duced) and a machine of the old type (which has already been 
produced) would each last for ten years. Gan the community 
satisfy its wants more fully over these ten years by using the less 
efficient machine, \raich is already in existence, or by employing 
co-operating factors, such as labour, to produce a machine of the 
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new type and to operate it? If tile latter, then the community 
would gain by producing the new machine and scrapping the 
existing one. 

(2) But this is not all. - The community has a limited supply of 
savings. Some of these savings would be absorbed in producing 
machines of the new type. A still greater gain might be possible, 
by using its limited savings in other trays and by continuing to 
work the existing machines. But if this is not so, then dearly the 
best course is to scrap all existing machines o^ the old type. 

This ^oint is not fully realized by those who deplore what 
they call “the loss of capital” due to inventions and who tvish 
to restrict, for example, the competition of road transport in 
order to preserve the capital value of the railways. 

A final example of our principle may be drasvn from public 
works to relieve unemployment. It is sometimes urged that any 
such relief works must increase pfoduction since the unemployed 
will produce something instead of nothing. This may not be 
true. In order to produce something — say, roads — the unem- 
ployed must be combined with other factors such as engineers, 
supervisors, equipment, and materials. These co-operating 
factors, including the labour and capital employed in malting the 
equipment and producing the materials, must be drawn from 
other uses. As a consequence of this rcshufBc, the total assort- 
ment of goods and services produced may satisfy the wants of thg 
community less fully than the assortment which would have 
been produced in the absence of relief works. But again we must 
point out that this is not necessarily conclusive. The community 
may prefer to maintain the morale and working habits jjf the 
unemployed even at this cost. Further, some economists argue 
that under certain conditions such relief works may lead to a 
general revival of economic activity. For such reasons we some- 
times find relief schemes in operation — ^for example, some of those 
in America under tlic “New Deal” — although it would be con- 
siderably cheaper for the Government to pay the unemployed 
weekly sums of money without demanding any work from them 
in return. 

5. THE ECONOMIES OF LARGE-SCALE PRODUCTION 

Hitlierto we have assumed that doubling sTl the factors engaged 
in an industry .would exactly double the total output of that 
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industry, increasing every factor by lO per cent would increase 
the total output by exactly lo per cent, and so on. This may not 
be true. The expansion of an industry may make possible what 
are known as “ economies of scale.” 

The reason for this is t^t a different method of production 
rfliay be adopted. We are not supposing any increase in technical 
knowledge. But if the scale of an industry is increased, it may be 
possible to take greater- advantage of specialization. Men may 
specialize more upon pardcular tasks, and machinery may be 
used which previously was not worth while. Take, for Example, 
printing. When the numbers of men and the amount of capital 
employed are small, hand printing-presses may be used, although 
the people concerned know quite well how to construct and 
operate a linotype machine. Multiply the men and the capital 
engaged by ten, and one or more linotype machines may be used 
and some men may specialize, as compositors, others as proof- 
readers, and so on. The total output of the printing industry 
may increase more than tenfold and the marginal product of 
every factor may be greater than it was before. 

The careful reader will note again the ambiguity of the term 
“factor.” We can say either that the amount of the factor 
“capital” has increased tenfold or that one type of capital good 
— ^linotype machines — has replaced another type — hand printing- 
presses. But there is no dispute about the facts, and as the former - 
method of stating them is customary in this connection, we shall 
follow it. 

We may remark that “small-scale” methods of production 
may he used in an industry although its total output is fairly 
large and . although large-scale methods would seem more 
efficient. The reason is that the product may be fairly costly to 
transport, and the consumers may be in a number of centres 
scattered over a wide area, so that the gain from producing in a 
large-scale plant would be outtveighed by the cost of distributing 
the products. An expansion of the industry may make it worth 
while to use large-scale methods in each of a number of centres. 

We have supposed all the factors engaged in an industry to 
increase by the same percentage. The same broad result may 
follow if some factors increase more than others, so that the 
proportions of the /arious factors alter. For example, a large 
increase in the capital employed in an industry may cause the 
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adoption of methods of using it which were previously known but 
not worth while, because the proportion of capital available was 
too small. Thus it might Ifecome worth while to construct a 
waterworks and to lay pipes for the conveyance of water instead 
of carrying it in buckets. 

A large increase in the scale of an “industry” may result ii», 
a separation of processes and occupations. For instance, instead 
of one man making a carpet some firms may do the spinning, 
others the weaving, others the dyeing, and so on, and mariy new 
* occupations may be created in connection with the various kinds 
of specialized machinery used. ^ 

During the last few generations, we have had a great and 
continuous improvement in the technique of nearly every branch 
of economic activity, coupled, with an increase in population 
and a still greater increase in capital. The “returns” to practic- 
ally every factor in every industry have increased — over tinu. 
But at present we are ruling out, for purposes of analysis, in- 
creases in technical loiowledge. How, then, can economies of 
scale arise? If all the methods, machinery, and so on, are 
known, why are they not used when the output of the industry 
is relatively small? 

The reason is that some factors arc indivisible and arc not 
worth using unless the demand for their products is large enough 
to keep them sufficiently employed. Thus a considerable increase_ 
in the demand for a commodity or a service may make possible 
the use of indivisible factors which were previously not worth 
while installing. 

This concept of indivisibility needs some explanation. 

Many things must be a certain minimum size in order to 
perform the required tasks. Why has not eve^ city an under- 
ground railway? Tiny carriages, lifts, and so on, nught serve for 
Lilliputians but not for us. The size of human beings imposes a 
certain minimum, and the potential volume of traffic is large 
enough to. warrant an underground railway only in the very 
largest cities. A tiny conveyer-system might serve for toy motor 
cars, but to produce cars of the usual size it roust be on a certain 
minimum scale and is worth installing only if the demand for 
cars is sufficient to enable it to be fairly fiiUy utilized. In fhe 
same way there is an absolute minimum to the size of a linotype 
machine, a blast fiimace, and a host of other capital goods. 
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Such things would not be worth installing if they had to remain 
idle most of the time otving to the limited demand for their 
products. ' 

Some factors are more eflScient, up to a point, the bigger they 
are. Consider, for example, a ship. The carrying capacity of a 
ship increases roughly tvith the cube of its dimensions, in the 
^same way that a z X a X 9 box holds eight times as much as a 
I X I X I box. But, up to a point, the resistance of. a ship in 
the W^ter increases roughly as the square of its dimensions. 
Hence, within limits, bigger ships n^d less equipmentrand iiiel *' 
and crew per unit of carrying-space. And the same general 
principle appli^ to steam-engines, electric-power plant, water- 
works, flour-mills, and very many other types of plant and 
equipment. 

A man also is indivisible. A night watchman may be able 
quite well to watch a certain building but he cannot simultane- 
ously watch a building half its size at one end of the town and 
another building half its size at the other end of the town. One 
doctor is not a tenth as good as ten doctors each of whom has 
specialized in a different branch of medidne. 

Thus the use of an indivisible fector, being an aspect of special- 
ization or division of labour, is limited by the bctent of the 
market. An increase in the extent of the market, whether it 
conies about by a groivth of population or by cheaper transport 
or by an increased preference for the commodity or service in 
question, may make it possible to take advantage of economies 
of scale, although, of course, the scope for such economies is 
different in different industries. And these economies always 
involve the use of indivisible foctors of production. 


. 6. CONSTANT AND INCREASING RETURNS 

We have seen why economics of scale may be possible. But, 
given the scale of production in an industr}', how can a small 
increase in the amount of one fector, in that industry, raise its 
marginal product? Or how can an increase of; say, 10 per cent 
in one factor alone raise the total output of the industry by 10 
per cent or more, showing constant or increasing average returns 
to that factor? / 

The answer is again to be found in the concept of indivisibility. 
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Indi^Tsibility may be present in the product. Suppose that the 
task consists of moving some heavy object, like a steel bar or a 
grand piano. Two or three men may scarcely be able to move 
it at all. Ten men, for example, may be able by their combined 
efforts to do three or four times as much work'of this kind as 
five men. Hence doubling the men over this range — firom five to* • 
ten — ivould more than double the product. Over this range 
there would be increasing returns to labour. 

^ But the most important indivisibilities are those of specialized 
lactors. It may be tvorth while to employ some indivisible 
factor although the demand is not sufficient for it to be used to 
capacity. For example, it may be worth while to use a ship of, 
say, aooo tons on a certain route although it is known that its 
total cargo-space tvill seldom be filled. It may be worth while 
to set up plant for producing electricity sufficient to meet a peak 
demand although for most of the time the demand may be con- 
siderably smaller. In a shop it may be worth while to employ a 
staff of assistants large enough to cope fairly well with the rush 
hours, although they may be idle for part of the time. 

In these circumstances there may be constant or even increasing 
returns to' the other factors. For example, if the crew of a ship 
is increased by 10 per cent, the ship may be able to carry 10 per 
cent or more than 10 per cent additional passengers or cargo, 
because previously it was working below capacity. The average • 
and marginal product of the labour working the ship would 
remain constant or increase. Again, an increase in the number 
of receiving sets might make possible a corresponding increase 
in the number of listeners without involving any change h| the 
programmes of the transmitting stations. Only the sets would 
increase and they would yield constant average returns: an 
increase of 10 per cent in the number of scts’would increase the 
amount of "listening-in” by 10 per cent because the "indivisible” 
programmes would be mote fully utilized. 

Obviously the phenomena discussed in this chapter would be 
present in any community, however organized. We shall see 
later how they affect costs under a price-system. 



CHAPTER X 

CAPITAL 

I. THE DEFINITION OF CAPITAL 
It is oflen urged, and rightly, that a precise definition oT terms 
is essential to clear thinking. But this does not meaiPthat one 
definition of a term must be right and all others wrong. Often 
any one of several possible definitions, provided that it is clear and 
unambiguous, will.serve as well as another for the purpose in hand : 
the choice between them is little more than a matter of taste. This 
is so with the term Capital. It has been defined by economists 
in a number of different wa^'S, but any one of several (if not all) 
of these -ways will serve equally well to help in explaining how an 
economic system works, and tliis is the main task of Economics. 

It is generally agreed that capital is a slock or fund existing at a 
given moment, as opposed to income, which is ajhw over time: 
so much per week or per year. The capital of an individual, in 
a society based on private property, may include paper titles 
such as stocks and shares wliich give him the right to a fixed 
■ money income or to a certain proportion of the profits made by 
a company. From the standpoint of a (closed) communitj', 
however, capital consists of material assets or goods. Some 
writers speak of “human capital,” but it is usual, in the absence 
of slavery, to exclude human beings. 

This stock of -goods, at any moment, which constitutes the 
capital of the community, at that moment, certainly includes 
produced means of production, such as factories and macKinery' 
and railways, together with raw materials and other ."inter- 
mediate products ” in course of being transformed into finished 
commodities. It is generally agreed that it should include stocks 
of consumers’ goods held by “producers” and traders, both 
shopkeepers and others, since a process of production is not 
completed until the commodity is in the hands of the final 
consumer. But it is a matter of opinion whether it should include 
land, or consumer^’ goods in the hands of consumers, or both. 

ThE" argument for excluding land is that it consists of gifts of 
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Nature whose supply caiuiot be increased by man. If land is 
defined in this way, the argimenfis valid. True, it is fiincdon 
and not origin which matters when we consider the extent to 
which man is aided in production by his environment: a canal 
may be just as useful as a river. But it is desirable to distinguish 
between capital, which can be increased by man, and gifts of 
Nature, which cannot. The difficulty is, however, that much 
land — in the usual sense of the term — ^is man-made. A com- 
munity can save and invest by improving its land as well as by 
increasing its stock of other goods. And it is almost impossible 
in praedee to disdnguish between original gifts of Nature and 
improvements made by man; otherwise we could include the 
latter, but not the former, in capital: Perhaps the best soludon 
is to admit that logically we should include land in our concept 
of capital but to urge that it is such an important category of 
capital that it is convenient to follow the usual praedee of 
treating it separately. 

The argument for excluding consumers* goods in the hands of 
consumers from capital is presumably that the process of pro- 
duedon, as far as they are concerned, is completed. But this is 
not true. In the last analysis, consumers’ goods are wanted for 
the flow of services which they yield. For example, coal yields a 
flow of warmth as it is consumed in a fire, houses yield a flow, of 
shelter, and food yields a flow of nutridon. Thus a house may . 
yield services to its owner, who lives in it, for many years; and 
the same applies, over a shorter period; to other fairly durable 
consumers’ goods such as furniture and radios and motor cars. 
Stocks of food, clothing, and so on, are held, like stocks in factories 
or shops, to avoid the trouble of making very frequent purchases 
of small amounts and as a rraerve against possible contingencies. 

■ It seems unnecessary to follow the practice of those economists 
who declare that a man’s motor car, for instance, is to be regarded 
as capital when he is using it for business but not when he is using 
it for pleasure. It might be urged that there will be no further 
financial transactions concerning consumers’ goods in the hands 
of consumers. But that is not so : for example, a consumer - may 
decide to let a furnished room in his house or to hire out his 
private yacht. Hence I agree rvith those economists who include 
consumers’ goods in the hands of consumers in capital. They are 
sometimes called "consumers’ capital.’’ 
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■Wc therefore define capital as the stock of goods of all khids. 
induding land, existing at a given moment. But for most 
purposes we shall treat land separately. 


z. THE ACCUMULATION OF CAPITAL 

We are not concerned at present with the distinction behveen 
“capitalist” communities, like those of Great Britain and the 
United States, «and “non^tapitalist” communities, like that of 
Soviet Russia. This disdnction rests upon the otrnfiship and 
control of the capital. But it is clear that any community svill 
have some capital, whoever may otvn or control it. Our present 
purpose is to show how capital may be increased, and how such 
an increase may enable the community to satisft' its t\'ants more 
fully in the future, by augmenting the fhture output ofconsumeisl 
goods and services. 

This is fairly clear if we think of “consumers’ capital.” If a 
community produces more houses and furniture- and other &irly 
durable consumers’ goods, then after a time it tvill have a bigger 
stock of these goods and they will continue to contribute directly 
to the satisfaction of u-ants until they are trom out. The greater 
the stock of houses at any moment the greater t\iil be the ou^ut 
of .“shelter” in the future. 

• The same applies to “producers’ capital,” the only difiference 
being that such goods contribute indirectly, and not directly, 
to the satisfaction of t^ants. To take a simple example, the use of 
boats may enable men to catch more fish. The contribution of 
the boats is an indirect one. Consumers i\ant fish and not boats, 
but the boats enable their desire for fish to be satisfied more 
fully. 

Granted the technical fact that the use of boats increases the ' 
productivity of men engaged in fishing, the question arises of 
how a communitj- — ivanting fish and knowing that it could get 
more fish if it had boats — could acquire boats. We use boats 
purely as an illustration: our answer applies equally to the 
accumulation of any other kind of capital, including consumers' 
capital and improvements to land. 

A community could acquire boats simply by working longer 
hours,. devoting the extra time to boat-building. This would 
involve a sacrifice of their leisure. If thev did not nish to give 
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up, for the time being, some of their leisure, only three broad 
courses would be open to thepi. 

The first course would be to store some of the food, clothing, 
arid other consumers’ goods which they produce. Suppose that 
after eleven months they had stored enough to provide them 
with supplies for a further month. During that month they 
could all set to work to produce boats instead of consumers’ 
goods. , 

, The second course would be for 'them all to* devote part of 
each worEing day to the production of boats. If, for example, 
they worked twelve hours a day and devoted one of these twelve 
hoius to building boats, they would have as many boats at the 
end of a year as under the first plan. 

The third course would be to arrange for some of their number, 
s say one-twelfth, to work only at boat-building, the others supply- 
ing them from day to day with consumers’ goods. This plan 
' is the one' which corresponds to actual practice. It has tire 
advantage of enabling sbme men to specialize in the art of 
' boat-building, and it avoids the necessity of keeping large stores 
of food. 

, Under any of these courses, the community, for the time being, 

would produce and consume fewer consumers’ goods than before. 
Labour, and other factors of production, which might have been 
employed in the direct production of consumers’ goods would 
be employed instead in producing boats. This labour has, as its 
ultimate object, an increase in the output of fish. It does not 
achieve this object until a considerable time has elapsed. In the 
first place, it takes time to build a boat. In the second place, 
the boat lasts for some time. Thus the Suits of the labour 
employed in building a boat are the increased supplies of fish 
obtained, owing to the use of the boat, during the life of the boat. 
The average length of time between the “input” qf this labour 
and its final “output” may thus be considerable. Clearly the 
part played by- capital derives its importance fi-om the fact that 
production takes time. If consumers’ goods were all produced 
instantaneously, without any preliminary work m producing 
instruments of production, raw materials, and so on, and if no 
consumption goods were durable, like houses, there would be 
no possibility of increasing output by adopting methods of 
production which' involve the use of more capital. 
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In the last resort, all capital may be regarded as the product 
of labour and land. We include Jand because at any rate the 
raw materials — the wood, in the case of a boat — ^probably 
require land for their production. Tools, themselv^ capital, 
may be used to produce capital goods but the tools. themselves 
are the product of labour and land. But to increase the amount 
of capital — ^in the sense of the stock of goods in existence — 
requires what is usually called “waiting.” It involves a renuncia- 
tion, for the tiifie being, of consumption. Some people consume 
less than they could in order that capital may be produced. 

The incentive to “wait,” in this sense, is that output can be 
increased by the use of more “capitalistic” or “roimdabout” 
methods of production : that is, of methods involving the use of 
more capital. Of course, not all roundabout methods are more 
productive than direct methods, but people choose only those 
which are. If, for example, the boats built by our imaginary 
community were to take a year to build and were to last lor five 
years, a considerably greater output bf fish might be obtained 
over those six years by constructing and using the boats than by 
using the samejeulors of production to catch fish without the aid of 
boats. 


, 3. MAINTAINING CAPITAL INTACT 

Suppose that the boats of our hypothetical community have 
a life of five years, after which they are of no use. If our com- 
munity, having obtaiiled the boats, made no provision for 
repladng them, at the end of five years they would be back where 
the^ began, boatless, and would have to begin the cycle -all over 
agcun if they still thought that the extra fish were worth the 
requisite amount of "waiting.” But if they tvished to maintain 
a constant output of fish, they would make provision, during 
these five years, for replacing the boats by new ones immediately 
they had worn out. Instead of using all their available labour, 
and other factors, during those five years, to produce consumers’ 
goods, they would employ some in boat-building, so that they 
would always have the same number of boats in good condition, 
old ones being replaced by new ones immediately they wore out. 
This is termed “maintaining capital intact.” 

This concept, however, presents difiiculties if applied to a 
period over which there are changes in tastcS or technique or 
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external conditions. Suppose that all the members of our com- 
munity changed their scales pf preferences in favour of meat as 
against fish. In order to maintain their capital intact they would 
have to divert some factors fi-om the task of replacing boats to 
the task of increasing the equipment required to produce meat. 
Suppose, again, that an improvement in knowledge or in external' 
conditions: — say, the discovery of new fishing-grotmds or an 
immigration of fish — enabled more fish to be caught per /nan.. 
^Capital could be maintained intact by maintaining a smaller 
number Of boats, yielding the same output of fish as before. In 
general, capital is maintained intact if — ^given the co-operating 
factors — the output of consumers’ goods which it helps to produce 
in any period is regarded by consumers as yielding them equiva- 
lent satisfaction to that yielded by the output of any other period. 

4. CAPITAL CONSUMPTION 

Suppose that our. community suddenly decided — ^because, for 
• example, it believed that the end of the world was at hand — to 
cease bothering about the future. It could considerably raise its 
standard of living by diverting labour and other factors fix>m 
making repairs and rmewals and replacements of existing capital 
towards more direct methods of producing consumers’ goods. Of 
course, this higher standard of living could not be maintained for 
long. Womrout plant and equipment would not be replaced, 
buildings would hot be' kept in good repair, stocks of goods held 
in reserve would diminish, and the growng shortage of capital 
would reduce the output of consumers’ goods. The conmiunity 
\vould be constrained to return' to more and more prinutive 
methods of production, and,. if it persisted in consuming its 
capital, it would be reduced in the end to an extremely low 
standard ofliving. But in the short run it could increase its output 
of consumers’ goods, and therefore its standard of living, , by 
^ploying more of its factors on the direct production of con- 
sumers’ goods (with the aid of existing capital, as long as it 
lasted) instead of maintaining or increasing its capital. This 
process is kno-vvn as “capital consumption.’’ During a ■war a 
cormtry may be constrained to consume some of its capital by 
diverting factors fi'om such occupations as erecting and repairing 
buildings to the rnore urgent task of trying to win the war. 
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S. CONCLUSIONS 

The conclusions which we have obtained from our study of 
these imaginary simple cases apply to the modem world of 
reality. Most constlmers’ goods are produced, in a modern 
community, by highly capitalistic methods. For example, cotton 
goods are in part the final product of the labour employed in 
.growing the cotton, in part they are the final product of the 
labour employed in mining the coal to smelt the iron which made, 
the spindles, and so on. The great bulk of all the gooOs existing 
at any moment are not consumers’ goods but producers’ goods. 
By far the greater part of the productive activity wliich is going 
on at any moment will not come to final finiidon for months or 
even years. 

We need add only a few remarks to bring our example of the 
boats into harmony with reality. In the first place, there are 
many different consumers’ goods. A community must somehow 
choose to what extent it wishes to increase the output of some 
consumers’ goods more tlian of others. The application of more 
capitalistic methods to tlie production of, say, fish, need not 
involve a corresponding increase 'in the output of fish, since 
factors previously employed in producing fish can be set free for 
other tasks : fewer factors, employed in a more capitalistic tvay, 
can produce the same output of fish as before. 

In the second place, the state of technical knowledge usually 
permits a choice bet%veen a whole range of methods in producing 
any given commodity. One method is more capitalistic and more 
productive than another, a third is still more capitalistic and still 
more productive, and so on. For example, 'boats may be made 
more or less dm-able, or may be equipped with motors. The 
community must somehow choose to what extent it is worth 
“waiting” in order to obtain a still greater output in the future. 

In the third place, capital goods do not usually remain in 
perfect technical condition and then suddenly collapse, like the 
wonderful “one-hoss shay.” Part of the activity involved in 
maintaining capital intact consists of making repairs. 

In the fourth place, productive enterprises all need to carry 
stocks of goods, which may include stocks of their otvn final 
products as well as of raw materials, fuel, intermediate goods, 
and so on. These stocks are a necessary element in the productive 
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process. They must be carried mainly because of unforeseen 
contingencies. For example, a manuikcturer may receive an 
unexpected “msh” order, dnd therefore carries stocks of his 
finished product. He may not be able to secure all the raw 
materials he wants every day, and therefore carries a stock of 
them. These stocks ibrm part of his capital. ' 

Finally, we should remember that there are other methods of 
making provision for the future, apart from increasing the stock 
of capital. Factors of production can be used.to increasfe the 
*productiT« capacities of human beings, by educating and training 
them or by improving their health and physique. Further, 
lactors of production can be devoted to promoting the progress 
of technical knowledge, for example, by means of research. 
These two metliods are alternatives to increasing capital, arid 
they, too, involve “waiting.” 





CHAPTER XI 

PRODUCTION UNDER A DICTATOR 
1 . INTRODUCTION 

Any "communily, however orgam2ed, must somehow decide 
what to produce. It cannot fully satisfy all its economic wants.'' 
It must decide to what extent it will satisfy some of its wants at 
the cost of leaving other wants unsatisfied. This means that it 
mtist decide how it will distribute its limited stock of factors of 
production among different “industries.” 

It tvill be instructive to consider how this problem would be 
solved by a dictator. We may suppose that all his subjects obey 
him gladly, performing whatever tasks he sets them to the best 
of their abilities, so that he need not set aside factors of produc- 
tion for the purpose of maintaining lus authority, and we may 
further suppose that he is able to survey the economy as a whole 
and, somehow surmounting the serious difficulties mentioned in 
Chapter I, to weigh diiferetft possible alternatives against one 
anpther. He may choose whatever courses seem to him to be in 
the best interests of his people, but in any event he alone makes 
the final decisions. It is lus scale of preferences, whatever may 
be the motives which shape it, which is the ultimate arbiter". 

*' 2. ONE SCARCE FACTOR 

Suppose tliat there is only one scarce factor of production; 
homogeneous labour. All other means of production are so 
abundant that there is no need to economize tlrem. Let us call 
them "land.” Then, in every industry', whatever amount of 
labour may be employed will be combined with tliat amount of 
land which maximizes its product. Given the number of men in 
any industry, average output per man will be as bigh as possible. 
Of course, this does not mean that the proportions of labour and 
land will be the same in all industries. The amormt of land per 
man which will maximize tire output per man will probably be 
different in each industry. If our aritlimetical example on page 
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124 of Chapter IX represented the situation in wheat-growing, 
the proportions would be I square mile of land to each seven 
men, since either a greater or a smaller proportion of land 
would give a smaller output per man. 

But our dictator would have to decide how to distribute his 
labour force among the different industries. He would distribuSq 
it in such a way that he would not value the additional product 
obtainable by moving a man front any one industry to any other 
more highly than the amount of the product of t^e former ilidustry 
which he would thereby forgo. That is to say, his equilibrium 
distribution of labour would be such that, according to his 
valuation, the marginal product of labour in every industry 
would be equal. 


3. TWO SCARCE FACTORS 

Next suppose tliat tlierc are two scarce factors : homogeneous 
labour and homogeneous land. Since they are both scarce, lie 
will combine them in such a way that both all the land and all 
the labour are employed (assuming that their proportions, in 
each industry, can be varied). In no industry will labour have 
enough land, assisting it, to maximize average output per man. 
For if it had, additional land in tliat industry would diminish 
the total output of that industry: the marginal productivity of 
land in tliat industry would be zero. But land is scarce, so that 
if other industries had additional land they would considerably 
increase their output. Hence suflicient hand cannot be spared 
for any one industry to maximize average output per man. This 
means that in all industries the proportion of labour to land tvill 
be greater than tlic proportion which maximizes average output 
per man, so that the marginal productivity of labour in all 
industries must be diminishing. Exactly the same reasoning 
applies if we transpose the words labour and land. There is not 
enough labour available to maximize output per acre, so that 
the marginal productivity of land in all industries must be 
diminishing. 

The equilibrium distribution of labour and land among 
industries tvill be such that, according to the valuation of the 
dictator, the marginal product of labour in any industry is equal 
to the marginal product of labour in every other industry) 
and the marginal product of land in any industry is equal 
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to the marginal product of land in every other ' industry. 
For imder these conditions the dictator will have nothing to 
gain by any further transfer of eitHer laboiu* or -land betiveen 
industries. 

It must be emphasized that the valuations of the dictator 
,>7ill determine his decision. Suppose, to take a simple example, 
that he has 1000 men producing 20,000 bushels of wheat and 
another 1000 men producing 20,000 bushels of barley. It may 
be tha'l the transjler of 100 men from the wheat industry to the 
barley industry would diminish the output of wheat hy only ' 
1000 bushels, or 5 per cent, and would increase the output of 
barley by aooo bushels, or 10 per cent. But the dictator, knowing 
this, may not make .the transfer. He may very well prefer 20,000 
bushels of wheat and 20,000 bushels of barley to ig,ooo bushels 
of wheat and 22,000 bushels of barley. His aim is not to maximize 
the number of bushels, or tons, of total product, nor to transfer 
factors whenever the percentage addition to one product exceeds 
the percentage thereby forgone of another product His aim is 
simply to obtain that assortment of goods, out of the multitudin- 
ous possible assortments, which he most prefers. 


4. MANY SCARCE FACTORS 

^ In reality there arc many scarce factors — ^many different kinds 
of labour and of land and of produced means of production — but 
the above analj'sis applies. A dictator would employ all units of 
all scarce factors and would distribute tliem so that the marginal 
prodi^t of any factor was the same, according to Ins valuation, 
in all industries in which it was employed. 

The dictator -would take account of indit’isibilitics. He might 
knotv, for example, that doubling tlie factors engaged in tlie 
motor-car industry would quadruple its output by permitting 
the introduction of a conveyer system and increased division of 
laboim among tlie men. Nevertheless he might decide to leave 
the motor-car industry as it was, preferring the present product 
of the factors which would have to be transferred to three times 
the present output of motor cars. Again, he might know tliat the 
output of certain commodities — ^for example, houses or dresses — 
could be greatly increased, -without emplojing more factors, by 
“standardization.” For if only two or tluee tjpes were produced, 
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it might be worth while to introduce cert^ “indivisible” means 
of production or to utilize existing “indivisible” factors more 
fully. Nevertheless he mig^t prefia" the existing diversity to a 
larger output of standardized goods. 


S. SPECIFIC FACTORS 

Let us now suppose that certain factors are specific. Some land, 
for example, is suitable only for firrests. How will this affect the 
problenf ? There are four possibilities. 

■ (r) If there is so much of this forest-land that not enough other 
factors can be spared to utilize it all, it will be a fioe good. 
Enough of this land will be' combined with, say, labour to 
maximize the average output per man in this industry and its 
marginal productivity, therefore, will be zero. 

(2) If other, non-specific, land is equally suitable for forests, 
and the dictator’s relative desire for forests is so great that he 
employs other land, in addition to the specific forest-land, for 
this purpose, the marginal productivity of the forest-land will be 
the same as that of other land. Under these conditions its 
specificity tvill have no effect. 

(3) The dictator may utilize all the specific forest-land, but 
no other land, for growing forests. If the forest-land were 
capable of other uses, he would transfer some of it to the other* 
industries. Under these conditions the marginal productivity 
of forest-land, while it may be positive, will be less than the 
marginal productivity of other land. For it will be used in 
a greater proportion (relatively to labour) than if it«were 
non-specific. 

(4) ' It may be that no other land can grow forests and that, 
if it could, the dictator would employ some of it, in addition to 
the specific forest-land, for' that purpose. Then the forest-land 
will be combined in a smaller proportion with labour than if the 
other land were able to grow forests, so that its mar^nal pro- 
ductivity will be higher than that of other land. But the marginal 
productivity of labotu', as valued by the dictator, will be the 
same on forest-land as on other land. If, by transferring some 
workers firom one kind of land to another, he could get extra 
products which he preferred to those he would have to give up, 
he would do so. 
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6. JOINT SUPPLY ■ 

We have assumed that each ifidustry produces only one 
product. In reality most industries produce a number of different 
products. This, however, makes no essential difference to the 
^regoing conclusions. 

It may be that an industry cannot avoid producing two or 
more products in practically foed proportions. For example, in 
cotton-growing a^pound of raw cotton may be inevitably accom- 
panied by about two pounds of cotton-seed. But this, merely 
means that the dictator must balance the possibility of using 
factors of production to produce an extra quantity of cotton plus 
double that quantity of cotton-seed against the possibility of 
using them to produce such and such a quantity of some other 
commodity. 

As a rule, however, it is possible to vary the proportion in 
which two or more commodities are jointly produced. For 
example, sheep can be bred to yield either more wool or more 
mutton, and types of coal can be selected for coking which yield 
either more coke or rnore gas. Thus our dictator can survey the 
possible assortments of different goods available from given 
factors and plan production to obtain that assortment which he 
mosjt prefers. 

7. PROVISION FOR THE FUTURB 

Our dictator will have to decide, in distributing his factors of 
production among different industries, to what extent and in 
whatfWays he will sacrifice a potential output of consumers’ goods 
in the immediate future for the sake of a greater output in the 
more distant future. Let us consider, in general terms, the chief 
ways in which he could thus make the productive activity of the 
community more “capitalistic” or “roundabout.” 

(i) There would certainly be plenty of scope, given the state 
of technical knowledge, for increasing future output by using 
factors of production to increase the stock of capital — ^for example, 
by constructing such things as machinery and buildings to be used 
in the various industries. Thus the dictator may know, or may 
be informed by his technical experts, that the output of certain 
agricultural products could be considerably increased by the use of 
more fertilizer, that the output of pig-iron could be considerably 
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•increased by constructing larger and more “up-to-date” blast 
furnaces, that the volume of traffic handled by the railways 
could be considerably increased by electrifying the railways, and 
similarly for practically every branch of production. 

(2) He may know that to set aside factors of production for 
different kinds of research would very probably yield increased'^ 
knowledge which, when applied to production, would consider- 
ably increase output. 

(3) He may know that he could increase future outpUt by 
"using foators of production to improve, in various ways, the 

productive capacities of the working population. We have 
assumed that every worker performs his task to the best of his 
ability. But his ability might well be increased by training and 
instruction. To assume a given state of technical knowledge is by 
no means to assume that every worker is equipped rvith sufficient 
_ relevant knowledge to do his job to the best of his physical and 
, mental capacity. For example, the efficiency of formers might be 
increased if they were carefully instructed how to apply the 
results of research work performed upon experimental forms. 

This general heading covers the provision of education and 
training to the children who will later become workers. It covets 
also the maintenance and improvement of the jjhysical capacities 
of present and future workers by setting aside factors of produc- 
tion to prevent sickness and accident and to maintain -worfers _ 
in health and physical effidency. This may well involve keeping 
them adequately supplied tvith “necessaries for efficiency” such 
as food. A certain miniTtnim of consumers’ goods per worker is 
necessary to maintain life: larger amounts, above this m i nim um, 
may indirectly contribute towards future output by increasing 
the physical capacities of the workers.- 

(4) .The dictator may know that he can con-vert certain factors 
into others. For example, certain forest-land may be turned into 
land capable of growing crops at the cost of present expenditure 
in clearing it. Again, certain coal-miners may be converted into, 
say, builders’ labourms at the cost of present expenditure in 
training them for this new occupation. 

It will be observed that, in order to obtain “greater efficiency” 
in production, our dictator must make some sacrifice of present 
output of consumers’ goods. He must use his factors of production 
in a more "roundabout” way, diverting some of them from' the 
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production of consumers’ goods to such uses as the production 
of additional machinery, the promotion of research, the diilusion 
of existing knowledge, and die scfvice of preventive medicine. 
But it is certain that he vdll not utilize all the possibilities open 
to him of increasing future output in these ways. Probably it 
^.^ould be possible for him to use all his available factors of 
production in vtays, such as constructing new roads and railways 
and power-plant and buildings, whieh would yield a greatly 
increased output in the future — ^provided that workers remained 
alive to produce it. But, as we have seen, a certain output of 
consumers’ goods would be necessary to maintain his labour 
force alive, and greater outputs would yield fhiit, up to a point, 
by increasing the productive efficiency of the workers. Further, 
our dictator might not regard his workers merely as instruments 
to be supplied with more or fewer consumers’ goods as engines are 
supplied with more or less fuel. He might choose to sacrifice the 
present to the future only to a certain extent, even if his subjects , 
thereby enjoyed a standard of living well above that sufficient 
to supply them with “necessaries for efficiency.” v 

Our dictator, then, will consider all the different ways in 
-which the future output of consumers’ goods could be increased 
by setting aside factors of production to perform tasks which 
woffid yield fhiit only in the future. Taking account of the 
, probable future yields of different forms of “investment,” he will 
decide to what extent, and in what ways, he will make production 
more “capitalistic.” The technical experts whose scltemes have 
been rejected tvill doubtless complain that their industries are 
“inefficient” and badly need more up-to-date equipment. But 
“efficiency” is a vague and question-begging term. Not all 
wants can be fully satisfied, and not all potential investment 
opportunities can be utilized, for factors of production are 
limited in amount. The economic problem is one of choosing 
between possible alternatives. Under our present assumptions, 
the choice is exercised by the dictator. His technical advisers 
have performed their task when they have informed him of the 
available possibilities. Such terms as “efficient” have no meaning 
when applied to his decisions, for he alone kno^vs his own scale 
of preferences. 

We must now consider how these problems are decided in a 
modern capitalist economy. 
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CHAPTER XII 

THE CONTROLLING POWER OF DEMAND 

I. THE DISTINGUISHING FEATURES OF CAPITALISM 
We have seen how a dictator would solve the problem oi'what 
to produce: of how to use the arailable factors of production. 
\Vc must now consider how this problem is solved in a modern 
capitalist community. IVc shall consider also tlic connected 
question oP what forces determine tlic relative remuneration of 
the different factors. This question hardly arises under a complete 
dictatorship, since cver^'body gets svhat the dictator chooses to 
give him. 

The economic sptem of Great Britain, tlic United States, 
France, and indeed all democratic countries, is capitalism. The 
working of the s>3tcm varies between these countries, especially 
as to the amount of control c.vertcd by the State, but the general- 
izations which follow are substantially true of all of them. 

A capitalist economy is the antithesis of an economic dictator- 
ship. There is no central planning of production ns a wh^Ie. 
The State operates certain industries, such as the Post Oflicc, 
imposes \'arious restrictions upon tlic use of property, exercises 
some regulation over working conditions, and prevents or 
restricts tlic production and sale ofccrt.ain commodities. Subject 
to the limitations imposed by tlic State, everybody is mojc or 
less free to do wlmt he likes. The economic activities of the com- 
munity arc determined by tlic apparently unco-ordinated 
dedsions of a multitude of different persons, since each oivner of 
a factor of production (including workers, who — ^in the absence 
of slavery— own tlidr own labour) is free to use it as he pleases, 
and to dispose of its earnings as he wishes. 

Tliis freedom may be cxprc.sscd by saying that the tlircc dis- 
tinguishing features of capitalism arc: (t) Private Property, (2) 
Freedom of Enterprise, and (3) Freedom of Choice by Consumers. 

The institution of'Privatc Property means dial the owner of 
any kind of property may use it, or may hire it to somebody else, 
provided he complies with tlic law of the State, as he pleases. 


>55 



ECONOMICS 


156 

Thus if a man owns some land he may turn it into a private park, 
or build upon it, or use it for growing, say, wheat, or lease it to 
somebody else or leave it idle. His choice is restricted, of course, 
to the realm of what is possible. His land may be too small in 
area to make a full-size golf course and 'it may not receive enough 
sunshine to produce bananas. But within this realm he is free to 
do whatever he pleases with the land — and to keep or exchange 
whatever it yields him. The land is his private property. 

The institution of Freedom of Enterprise means that a man is 
free, provided he complies with the law of the State, to engage in* 
whatever economic activity he pleases. He may start any kind 
of business he wishes. If he is already running a business, he may 
riose down for as long as he thinks fit. Or he may engage in 
whatever occupation, and work for whatever employer, he 
pleases; and he may transfer to another job or may remain idle 
lust as he wishes. Of course his range of choice is limited. He 
may not be able to command sufficient capital to set up in 
business for himself (except, perhaps, in such activities as hawk- 
ing). He may not have the capacities necessary to obtain 
:mpIoyment in some lines and he may lack the training required 
to find employment in others. But, within the range open to him, 
bis choice is free. 

The institution of Freedom of Choice by Consumers means 
that people are free, provided they comply with the law of the 
State, to dispose of their money as they please. A man can buy 
tvhatever commodities he thinks fit. If he wishes, he can hoard 
iome of his money. If he wishes, he can save some of it, investing 
;t inr whatever way he pleases. Here again, of course, there are 
limits to what is possible. Many people receive too little, as 
payment for their labour or for the use of their property, to 
mable them either to enjoy a very high standard of living or to 
save any considerable amount. But within these limits, and sub- 
ject to the limitations made and enforced by the State, they are 
free to do what they will. 

We must now answer our question. What arc .the forces which 
ietermine how the available factors of production are used? 

2. THE SOVEREIGNTY OF THE* CONSUMER 

The answer is that under capitalism the consumer is king. 
The final purpose of all productive activity is to produce 
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consumers’ goods. The owner of any fector of production will use 
it — ^subject to minor qualifications to be mentioned shortly — ^fbr 
whatever purpose seems likely to yield him the greatest money 
return. But the money returns, the earnings of factors of pro- 
duction, come in the last resort firom the money paid by con- 
sumers for the goods which these fectors help to produce. Hence 
it is the preferences of consumers, as shown by the ways in -which 
they spend their money, which determine what shall be produced. 

This -would be quite clear if all goods were produced to drder. 
The directions of economic activity would then be determined 
by the orders given by consumers. Retailers would pass on these 
orders to wholesalers, wholesalers to manufacturers, manu&;- 
turers to producers of intermediate products, and so on. In fact 
most goods are produced in anticipation of consumers’ demands. 
Entrepreneurs pay many ' factors of production befoTC their 
products are sold. But this does not alter the fiindamental truth 
of the above statement. “Entrepreneurs act upon their anticipa- 
tions of consumers’ demand. If their anticipations are correct, 
they themselves obtain a larger money return than if they are 
wrong! If they turn out to be -wrong, entrepreneurs change their 
plans, to bring -them into line -tvith the wishes of consumers. 
Production is controlled by demand or rather, for the most part, 
by anticipated demand. Under a dictatorship it is the -valuations 
of the dictator which determine, -within the limits of -vvhat is 
technically possible, how factors of production are used. Under 
capitalism the controlling ibrce is the valuations of consumers, 
as shown by the ways in which they spend their money. 

Of course there are limitations upon the power of consumers 
to determine what shall be produced. In the first place, there are 
the limitations imposed by what is physically possible, given the 
amount of factors available and the state of technical knowledge. 
Many different assortments of goods can be produced, but there 
*is always an upper limit beyond which, in order to have more of 
one good, consumers must have less of other goods. This limit- 
ation appears, to an indi-vidual consumer, in the form of the 
prices which rule in the market. The amount of money which he 
has' to spend, or to save, is limi ted ; hence,- at given prices, only a 
certain range of possibilities is open to him. He must choose what 
he will have and what he -will forgo. And the combined choice of 
all consumers controls the directions taken by productive activity 
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in the fiiture. In the second place, there are the limitations im- 
posed by the State. The sale of some goods, such as certain 
drugs, may be prohibited; the sale of others, such as alcoholic 
drink, may be restricted; the production of others, such as 
tobacco, may be taxed, raising their prices. Moreover, the State 
may take some of the consumers’ money and spend it upon public 
purposes. Nevertheless we can assume that in a democratic 
community the State acts more or less in accordance with the - 
wishes of most^of the citizens, so that this limitation upon the 
sovereignty of the consumer is more apparent than rea-l. In th€ 
third place, there is the existence of monopoly in all its forms. 
We shall discuss this later. It is true that if there is an increase 
in the demand for a monopolized commodity it ■will usually pay 
tlie monopolist to respond to the wishes of the consumers by 
increasing his output. Nevertheless,' at any moment, consumers 
do not get the assortment of goods which they most prefer. 
Monopolists use their monopoly power to prevent more factors 
of production from entering their field, although such factors 
could produce a greater ■value tvithin it than they arc producing 
outside it — ^although, that is to say, consumers would pAfer to 
forgo some things at present produced in order, to have more of 
the monopolized products. And tve must remember that mono- 
poly may be present not only in the production of consumers’ 
goods but also in the production of intermediate products, and, 
in the form of potverfiil professional associations and trade unions, 
in the production of certain lunds of labour services. 

It is somedmes asserted that advertising and salesmanship 
impose a further limitation upon the sovereignty of consumers 
who do not really exercise fi:ec choice but arc cajoled or h>’pno- 
tized into buying what advertisements and salesmen tell foem 
to buy. There is not ■much force in this contention. Many non- ~ 
ad^vertised goods meet with a wide sale, and usually if one 
brand of a commodity is tvidely advertised, so are rival brands,' 
and the consumer must decide between them. In any case, a 
monarch may be advised and cajoled, as to some of his activities, 
even by his slaves, but he remains a monarch none the less. 
Another argument, namely that consumers are construed to 
purchase standardized commodities in many lines, has even less 
weight. There are sometimes considerable economies (associated 
svith the use of indivisible equipment) to be gained by producing 
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lai^e quantities of standardized goods, and such goods can 
therefore be sold more cheaply. But any consumer is free to 
decide between buying a mass-produced good at a lower price 
and a different type (which, if necessary, he can order) at a 
higher price. 

The question of whether the sovereignty of the consumer 
desirable falls outside the scope of economic science. Some urge 
that consumers, on the whole, tend to buy ugly things rather 
than beautiiul ones, show a poor taste in litei^ture, music, and 
■the ofiler arts, and — if left to themselves — ^would purchase 
harmiul drugs and adulterated foodstuffs or would go without 
adequate nourishment in order to buy drink or silk stockings 
or go to cinemas. They contend that it would be better to give 
consumers what is good for them rather than what they want. 
Others reply that they prefer not to leave questions of taste to 
the dictatorship of the Government and that if people are not 
free to make mistakes they are unlikely to achieve anything 
worth while. Again, it must be remembered that the pull exerted 
on the market by a man with £z()00 a year is ten times as great 
as the pull of a man with £zoo a year. Production is governed 
not by the “needs” of consumers tut by their “effective 
demand ” : by the sums of money actually expended, or expected 
to be expended. Hence it is often urged that a reduction ip tlie 
inequality of incomes is desirable. But these are matters of 
opinion. Our present task is to show how capitalism works, not 
to discuss its merits or defects. 


3. ILLUSTRATIONS 

We shall now give a few simple illustrations of how the pro- 
ductive activities of a community may change in accordance 
with the \vishes of consumers. The reader is warned that these 
illustrations ignore certain defects in the actual working of tlie 
economic system in modem capitalist coimtries. In particular, 
they ignore monopoly and they assume that the monetary 
mechanism works smoothly. But we must proceed by stages. 
We are now giving a broad and somewhat idealized picture of 
capitalism. Later we shall consider at some length how the 
picture is modified by the existence of monopoly and by fluctua- 
tions in' investment which lead to trade-depressions. 
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Let us begin with a change in the tastes of consumers. 'Ihej' 
have, let us say, a greater desire for wheat (or its products) 
relatively to barlej' (or its products) than before. If the amounts 
of wheat and of barley coming forward for sale remain the same, 
the price of wheat will rise and the price of barlej’ will fall. 
JPhis will cause more wheat and less barley than before to be 
produced. Suppose that, in the old equilibrium, the price of 
wheat was the same as the price of barlej'. Then all land which 
could produce mpre wheat than barley was producing wheat, 
and conversely. Suppose that, following the change in the scales 
of preferences of some consumers in favour of wheat as against 
barley, a new equilibrium is reached in which the price of wheat 
is 10 per cent above the price of barley. Then all land which can 
produce (plus co-operating factors) either a certain quantitj- of 
barley or more than ten-elevenths that quantitj' of wheat will 
be under wheat. The price-mechanism will have induced owners 
of land capable of produdng more barlej’ than w’heat, but less 
than 10 per cent more, to transfer it from barlej’ to w’heat in 
accordance w’ith the change in the preferences of consumers. 

Tills is a simple example, for we have supposed that given 
land (and labour and equipment) can produce cither w’heat or 
barlej’. In practice, a change in demand maj’ lead to a W’holc 
serie; of responses by the productive mechanism. Some land may 
be abandoned; some equipment maj’ be scrapped; some 
W’orkers may move to a different part of the countrj’; there may 
be a considerable "reshufiHc” of factors among industries. But 
factors will move into another line onlj’ if their owners expect 
them Jo earn more there — onlj’, that is, if it appears that con- 
sumers w’ould value their contribution to production in the new’ 
line more highly than thej’ s’aluc their present contribudon. 

Let us suppose now’ that an increase in technical knowledge 
(not requiring more “waidng”) makes it possible to produce 
more of a commodity’ than before from a given amount of 
factors. Consumers w’ould wish the new’ method to be adopted. 
They’ could then have a greater quandtj’ of that commodity’, 
without foigoing anjrthing else; or, altemadvelj', some factors 
could be diverted from that industry’ to increase the output of 
other goods, w’ithout thereby’ diminishing the output of the 
commodity in quesdon. Under the sdmulus of the price- 
mechanism, the new method willhc adopted, since those producers 
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who adopt it will increase their otvn incomes. The benefit is 
passed on to consumers because, under competition, the output 
of the commodity tvill increase and its price will therefore fall. 

Let us now consider an increased desire by consumers to save 
— to forgo present consumption in order to have more to con- 
sume in the future. By saving more, they spend less on con 
sumers’ goods. In order to increase their future incomes, thei 
invest w'hat they save. The fall in demand for consumers’ goods 
induces some factors of production to move out of the industries 
producing them. At the same time, the increase in investment 
leads to a greater demand for factors in industries producing 
raw materials, constructional goods, machinery, and so on. 
Hence the structure of production becomes more “capitalistic,” 
in accordance tsnth the wishes of consumers. 

Finally, let us consider what determines the channels into 
which free capital — that is, money seeking investment — ^will 
flow. There arc always many possible ways of increasing the 
output of this, that, or die other commodity by making methods 
of production more capitalistic. Investors, however, tvill aim at 
as large a money return as possible from their capital. They 
will take account, thcrclbrc, not only of the technical possibilities 
of increasing physical output but also of the probable future 
selling prices of the various altemadve products whose supply 
they could increase. They will be guided, diat is, by theii 
anticipations of future demand — of die valuations of consumers, 

IVc hope it is now clear diat, although no single consumei 
may be able to change cxisdng prices, it is the sum-total ol 
consumers’ acdons which controls die directions taken by, the 
whole mechanism of produedon. It is true that we have not 
considered the difliculdcs which may stand in the way of a rapid 
adaptadon to a change in die preferences of consumers or in 
the state of technical knowledge. IVc deal with these matters 
in Chapter XIV. Our present aim has been to cstaUish the fact 
that under capitalism the final arbiter is the consumer. 


4. THE SOURCE OF CONSUMERS’ INCOMES 
' We have seen that, under capitalism, the consumers are 
supreme. But who arc these consumers, and whence do' they 
obtain the money incomes which enable them, through the 
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price-mechanism, to control the directions taken by produedve 
activity? The consumers are no^e other than the owners of 
factors of production, and their incomes — apart front private or 
collective gifts, such as parents’ allowances to their children or 
State pensions — are simply the earnings of the factors which they 
^ own: the remuneration received for their labour or for the use 
of their property. 

This complicates any study of periods of transition. Suppose, 
for example, that there is an increased demand for agricultural 
products. The earnings of agricultural land will inefbase and 
the otvners of such land will thereby be enabled to exert a greater 
influence than before, in their capacity of consumers, upon the 
price-mechanism. It would be incorrect, therefore, to assume 
that the income of every consumer is fixed and given. -Nearly 
every kind of economic change will tend' to alter the relative 
earnings of different factors of production and hence the relatiTC 
incomes of different consumers. 

Nevertheless our dictum of the sovereignty of the consumer 
remains valid. And it is equally true that so long as consumers 
place a higher value upon the services rendered by certain 
factors in one line than in another there will be a tendency for 
such factors to move from" the latter line to the former. 



CHAPTER Xin 

THE PROBLEMS OF THE FIRM 

I. THE ROLE OF THE ENTREPRENEHR 
We have seen that nearly all commodities are produced by a 
numbci of different factors working in combination. This means 
that some persons must perform the task of combining different 
factors together, by hiring other factors to co-operate with those 
factors wluch they themselves possess. Economists usually call 
these persons “entrepreneurs.” There is no really suitable 
English word for them; “enterpriser” sounds too dashing and 
“undertaker” a little sinister. 

We shall use the term “entrepreneur” to mean the person or 
group of persons controlling the policy of a firm. The firm is a 
collection of factors — land, buildings, plant and equipment, 
workers, materials, and so on — controlled by an entrepreneur. 
These definitions are not quite as circular as they sound. A firm 
is a separate planning unit and it is the entrepreneur who does 
the planning. 

The next section discusses the main ways in which finns*may 
be legally organized. We there point out that those who are 
apparently the entrepreneurs sometimes do not in fact control 
the policy of their firms. The holders of ordinary shares in a" 
public company have the legal right to appoint and dismiss 
directors and thereby to control the policy of the compafly. In 
fact the policy may be controlled by one or two directors, or by 
an active minority of the shareholders, or by a holding company 
having a majority of the shares. The remainder of the chapter, 
however, leaves this complication out of account. 

It will bo remembered that under eapitalism, in contrast to a 
system of central planning, the tasks of obtaining information 
and making decisions arc, for the most part, decentralized. They 
are performed largely by entrepreneurs. Each entrepreneur acts 
independently in his own interests. If he is- beginning his career 
as an entrepreneur, he enters whatever industry offers him, in 
Kis view, the best prospects. If he decides to build, say, a new 
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factory he chooses whatever location seems the most 'profitable. 
He produces whatever commodities he thinks \vill pay him best 
and employs those methods of proHuction which seem to him 
the most profitable. As time goes on, some industries expand and 
others contract (or if all expand some expand more than others 
/uid if all contract some contract more than others), the locafion 
of industry changes, some improvements in technical knowledge 
are put into practice, to a greater or smaller extent^ and others 
are nol, more or,less use is made of labour-saving devices, and 
so on. All such changes are mainly due to the multitiadinous 
decisions of entrepreneurs. The way in which a community 
solves its problems of what to produce, and how to produce, and 
where to produce, depends mainly upon the policies adopted by 
its various firms. 

It is the entrepreneur who bears most of the risks of industry. 
Since it takes time to produce goods and to sell them, he usually 
contracts to make fixed payments to the factors which he hires 
— to pay fixed rates of wages to his various workers, a fixed rent 
to his landlord, a fixed sum periodically as interest on the money 
he borro'ws, and so on — ^without being quite certain of the amount 
ofmoney he ■will get fi'om the sale of dieir products. Hence the 
gain fiom an unforeseen rise in selling prices, or the loss fixtm 
an unforeseen fall, accrues mainly to entrepreneurs: “profits” 
^uctuate more over time than other forms of income. 

Economic conditions are constantly changing. The demand 
for some goods rises while the demand for others falls. Some 
factors become scarcer and therefore dearer relatively to others. 
Changes in technical knowledge are constantly taking place. 
The extent to which an entrepreneur is successfiil depends on 
how far he is correct in realizing what changes have taken place, 
are taking place, and 'will take place, and how they afiec^ or 
will affect, his 'firm. His judgment of the situation and his 
forecast of future trends tvill lead him, as a rule, to do whate\fei 
seems most likely to maximize his otvn income. But under perfect 
competition the policy which best serves his otvn interests is also 
the policy which conforms most closely to the wishes of consumers. 
It pays him best to give consumers what they want. It pays him 
to divert factors from elsewhere if tlieir marginal products u^l 
be more ■valuable when they are employed by him . The prices of 
the ■various factors represent the valuations placed by consmheis 
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on their marginal products in their present uses, so that if 
it pays him to employ factors now employed elsewhere (and if 
necessary to offer them some inducement to move) it follows 
that consumers prefer what these foctors will produce under him 
to what they are producing now. Moreover, it pays him to 
produce any given output as cheaply as possible, and this meariSs 
that he employs those foctors (provided that under his control 
they render services at least as valuable as they would render 
clsmvhcre) which can best be spared from other uses. Thus the 
price-mtehanism tends to harmonize the desire of entrepreneurs 
for profits and the desire of consumers to satisfy their wants as 
fully as possible from the foctors of production available. 

In fact this harmony of interests is by no means complete. It 
is disturbed by imperfect competition, or monopoly. We discuss 
this at length in Chapter XV. It is disturbed in so far as some 
forms of activity cause costs to other people or confer benefits on 
other people which do not enter into thc_ costs or receipts of 
those engaged in these activities and therefore do not affect their 
decisions: for example, the 75,000 tons of soot which fall on 
London in the course of a year impose costs — higher laundry 
bills, discomfort, and so forth — on many people, but these costs 
are not charged against those who produce the smoke. It is also 
disturbed in so for as directors act for their own gain against the 
interests of their shareholders, or Governments act in the interests 
of a pardcular group and not in those of the community as a 
whole, or fin^ deceive consumers by misleading advertisements 
or deceive investors by misleading accounts of their financial 
position and prospects. It will be remembered, moreovet^ that 
it is a harmony based on the existing distribution of wealth and 
income among persons. And even when the harmony of interests 
between entrepreneurs and consumers is complete, how fully 
these interests are achieved depends largely on the ability and 
flair of the entrepreneurs. We do not argue for one moment that 
capitalism, as it actually exists, even approaches perfection. Any 
system of social organization, however, would in practice have its 
drawbacks. People will make mistakes, and some of them will bo 
corrupt or unjust or intolerant, under any form of society. It is 
not our purpose to discuss whether some other system would be 
better than capitalism or to what extent and in what maimer 
the ivorking of c^italism could be improved. Our purpose is to 
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show what many people fail to imderstand : that the price-system 
really is a system and that, in so as it is permitted to work 
fi’eely, it does guide economic activity into those channels which 
consumers most prefer. It is with this purpose in mind that we 
shall consider the problems which confront the entrepreneur 
^nd the manner in which he solves them. 


2. 'forms of entrepreneurial organization 

It- is possible for the owner of any kind of factor t<? act as 
entrepreneur. Thus a landotvner may borrow money with which 
he hires workers and buys machinery, fodder, fertilizer, seed, 
and so on, to employ in conjimction with his land; or a group 
of workers may form an association and rim a factory with the 
aid of borrowed money. But it is often difficult for persons with 
fow material assets of their own to borrow, and hence it is, mainly 
owners of capital who undertake the tasks of entrepreneurship. 
They may leave all except the very broadest question of general 
policy to a hired manager, but even so the final responsibility is 
theirs, since they have to bear any losses, and have the power to 
dismiss the manager and appoint another in his place. At this 
stage a brief account of the main forms of entrepreneurial organ- 
ization may be useful. 

' Individual Proprietorship was the dominant form in the 
period of small-scale industry and even to-day the majority of 
firms in number (but not in importance) are “one-man concerns” 
controlled by a single entrepreneur. This, form of organization 
is stiV predominant in agriculture, which in most countries is 
the most important single branch of productive activity, and in 
retail trade. 

■ Partnership is the relation which subsists between persons 
carrying on a business in common. The powers, rights, and duties 
of each parmer.are defined in the Partnership Agreement; if 
this is silent on any point, the Parmership Act of 1890 applies. 
All of the partners usually contribute to the capital although 
'sometimes a partner contributes only ability, but, in any event, 
every partner is liable to the extent of all his possessions for the 
debts' of the firm. In view of this serious responsibility the 
Partnership Act req'uires the consent of all the partners to certain 
important matters such as changing the nature of the business. 
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or admitting a new partner, but in ordinary everyday matters 
of business a majority of paitners will bind the others. This 
form of entrepreneurial organization is well suited to the business 
of solicitors, accountants, estate agents, doctors, and the like, 
and is very prominent in these professions. 

The Limited Parmerships Act of 1907 makes possible a varia-. 
don of the partnership. It provides for limited partnerships 
tvith one or more "general partners” liable for all debts and 
obligations of the firm, and one or more limited partners who 
^ontribtjje a stated sum and are liable for no* more than this 
provided they do not take part in the general management of 
the business. However, little advantage has been taken of this 
Act otving to the superior advantages of registering under the 
Companies Act as a private limited company. 

The private company is one of the most important fbrms of 
entrepreneurial organization; it gives the members the advan- 
tage of limited liability and only two persons are needed to form 
it. It has advantages over the public company; for instance, it 
need not file an annual balance sheet with the Registrar of 
Joint Stock Companies and there are no restrictions on com- 
mencing business. However, a private company must by its 
Articles of Association (o) restrict the right to transfer its shares, 
(i) limit the number of its members to fifty (with certain excep- 
tions), (c) prohibit any invitation to the public to subscribe’for 
shares or debentures. 

This is obviously a form of organization well suited to the 
medium-sized commercial- and industrial orgtmization which 
does not require finance fi'om tlie public: moreover, it is an 
extremely useful method of tiTing out speculative ventures #hich 
a small group of people are prepared to back financially up to 
a defined limit, namely the capital subscribed. Many of these 
companies on reaching a- certain stage of success are "floated 
off,” that is to say} they arc converted into public companies, the 
public being invited to put up money for expamion. 

The device of limited liability was introduced in Great Britain 
in 1855 and permitted savers to invest in shares without becoming 
liable for the debts of the company beyond the extent of the 
nominal amount of the investment. This is clearly an important 
method of financing those industrial and transport businesses 
which require immediate heavy investment because there are 
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considerable economies of large-scale production. If such com- 
panies ask the public for funds then they cannot comply with the 
legal provisions relating to private companies and must be 
registered as public companies. Incidentally the minimum 
number of members which a public company may have is seven, 
but there is no maximum number. Thus a company may have 
a nominal and issued capital of £1,000,000 divided into 1,000,000 
ordinary shares of £1 each spread among perhaps a thousand 
members, who are joint entrepreneurs. The shareholders share 
the profits periodically among themselves in the „form of 
“dividends,” in proportion to their holdings of shares. In prac- 
tice it would obviously be impossible for the shareholders all to 
take part in the management of the concern, so this function is 
delegated to a Board of Directois. The Board is nominally 
responsible to all the shareholders, but in point of fact the 
directors control the policy of the company effectively if they and 
their friends own a majority of the shares. Small shareholders 
usually play quite a passive part. 

In order to attract capital as cheaply as possible, there are 
various market devices offering prospective shareholders a choice 
of terms. For example,' cumulative preference shares guarantee 
the holders a fixed rate of dividend and if profits are not sufficient 
to pay the dividend in any year then it is to lae made up out 
of fhe profits of future years. There are many other classes of 
shares, the element of risk being different in each cltiss. 

A company may borrow fi-om the public by issuing debentures, 
which carry a fixed rate of interest and are usually secured by a 
charge on the company’s assets, enabling the debenture-holders 
to sdrze the assets if their interest is not paid. The debenture- 
holders are not entrepreneurs but merely lenders, for they are 
entitled to their interest whether profits are made or not. 

A useful device for -centralizing the control of two or more 
companies without destroying their separaterlegal identities or 
any "goodwill” attached to their names is that of the holding 
company. Many laigje and important groups of establishments 
— for example, Vickers and Imperial Chemical Industries in this 
country and General Motors in the United States — are wholly 
or mainly controlled by a holding company. Some discussion of 
this device, therefore, seems appropriate. 

The term "holding company” was originally used to describe 
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a company foiined with the- express object of acquiring a con- ' 
trolHng interest, by buying a majority of the shares, in two or 
more operating concerns, but more recently it has come to 
include companies which, besides having a controlling interest 
in others, themselves carry on a business. The concerns which 
are controlled are known as subsidiaries. The table on page 170^ 
shows the subsidiaries of Vickers Ltd., an important British 
holding company. 

Suppose that a group of firms could achieve certain economies 
•by combining together to pursue a common selling policy, to 
share the services of a staff of technical experts, to “pool” then- 
various patents, and so on. One course open to them tvould 
be to sink their separate identities and amalgamate. But amalga- 
mations are often difficult and expensive to arrange. Another 
course w'ould be for them to form a cartel. But a cartel, as we 
explain in Chapter XV, is often a short-lived aftair. Each firm 
retains its own identity and keeps a jealous eye on its own 
interests, so that as a rule only short-period agreements as to 
price and output are possible. The holding company is a looser 
form than an amalgamadon; it can achieve economies hardly 
open to a cartel and is^on a more permanent and unified basis; 
and it is simple and relatively efieap to arrange, for it requires 
nothing beyond a transfer of shares. 

It is possible, under this device, for a few persons to control 
much more capital than they possess. Suppose, to take a simple 
hypothetical example, that such a group possesses just over 
inillion in the form of shares which give it the control of company 
A, tvith a share capital of million. Company A — the holding 
company — buys a majority of the shares in company B, ^hich 
has a capital of £4 million, It^lf in shares and half in debentures. 
(The debenture-holders, of course, exercise no control.) Com- 
pany B buys a majority-of the shares in company C, which has 
a capital of ,^8 ndllion, half in shares and half in debentures; 
company C buys a majority of the shares in company D, which 
has a capital of £16 million, and so on. IVhen this happens, the 
interests of the minority shareholders, not members of the con- 
trolling group, in the subsidiary companies may- be endangered. 
Subsidiary companies are often allowed very considerable 
freedom of action. But the whole group of companies is essenti- 
ally one firm, whose policy is dictated by the controlling group. 
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If the interests of this group conflict with those of minority share- 
holders it is the latter who will suffer. 

Another point is that the hfllding company device may enable 
information to be withheld from the general public. The con- 
solidated balance sheet is not legally obligatory, nor have the 
methods of preparing it been perfected. A subsidiary private 
company in which all the shares are owned by a holding company 
need disclose its annual balance sheet only to the holding com- 
pany: it is only public companies which are obliged to%l%a 
copy with the Registrar of Joint Stock Companies. 

Co-operative Societies. Consumers’ co-operative societies are 
associations, of consumers engaged in retail trade and sharing 
the trading profits among their members. A number of such 
societies may combine to form a wholesale society, which supplies 
the retail societies and may engage in production. Thus the 
Co-opefadve Wholesale Society engages in many branches of 
production — grows wheat, makes clotliing, otvns ships, runs a 
bank, and so on. 

Producers’ co-operative societies are associations of producers 
marketing the products of their members and sharing the 
trading profits among them. They are more important in other 
countries, such as Denmark, than in Great Britain. In Great 
Britain the marketing of a number of commodities, such as milk 
and bacon, is controlled by the State through Boards representing 
the producers. 

State Enterprises. Central and local Governments may engage 
in productive activity, obtaining their capital by borrowing 
from the public or from taxation. Thus the British Government 
owns and operates the Tost Office, and many local authorities 
run tramways, provide water, gas, or electricity, and so on. 

This list is not complete, but it covers the main forms of entre- 
preneurial orgaiuzation. It is difficult to give a clear-cut defini- 
tion of a firm, as of most economic terms, because the phenomena 
of the real world, which definitions attempt to summarize, are 
not clear-cut. A large business may give a very free band to the 
managers of its branches or departments, and a firm may. sur- 
render much of its control over policy to a cartel. We shall 
regard a cartel or a producers’ co-operative society not as a 
single firm but as an association of firms. Some of pur remarks 
about firms will not apply to State enterprises which do not try 
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to maximize their profits. We shall regard a group of concerns 
which retain their separate names but are controlled by a holding 
company as a single firm. 

The reasoning which follows applies equally well whether the 
general policy of a firm is determined by one person or by a 
group of persons,- but in order to simplify the discussion we shall 
suppose that it is determined by one person: the entrepreneur.' 


3. COSTS AND PROFITS. 

In ordinary speech, the costs of a firm are sometimes taken to 
mean only the money payments actually made by.the firm in 
order to obtain labour, equipment, materials, and other factors. 
The total receipts of the firm, over a period, minus these costs are 
regarded as a kind of residual income. It is the earnings of the 
factors employed in the firm and owned by the entrepreneur 
himself. In other words, it is the return which he receives on his 
own efforts and assets in so fiir as they are employed in the 
service of his firm. It is commonly called “ profits.” 

This popular distinction between costs and profits is somewhat 
arbitrary, as an example will show. Consider two exactly similar 
businesses. One is owned by a man who gives all his working 
tii^ to managing it and who himself supplies the capital. The 
other is owned by a man who employs a manager, giving very 
little of his own time to it, and who borrotvs most of Ae capital. 
The profits of the first man are considerably greater, and his costs 
correspondingly less, than those of the second man. The dis- 
crep^ancy arises from the fact that, logically, the first man should 
count the value of his osvn labour (measured by what he could 
earn elsewhere by working as an employee — for example, as a 
salaried manager) aiid the services of his own capital (measured 
by what it cotdd yield as interest if he lent it) in his costs. 

Costs in the former sense of sums of money wliich must be paid 
by the entrepreneur to other people in exchange for factors of 
production, or for the use of their services, or for the loan of 
money with which he buys or hires factors, may be termed paid- 
out costs. The “costs” which give rise to tlie discrepancy just 
mentioned, and wliich measure how much the factors otvned by 
the entrepreneur could earn if hired out and employed in otlier 
uses, may be termed other costs. A person ivill not, as a rule. 
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take the risks of becoming an entrepreneur by setting up in 
business on liis own account unless he expects that (over a number 
of years if not for each separate year) the total receipts of his 
firm will more than cover both paid-out and other costs. 

The amount by which total receipts exceed paid-out and 
other costs, taken together, may he termed “profits” in the 
narrower and sometvhat technical sense. Profits in this sense 
may be regarded as the remuneration of “pure entrepreneur- 
ship.” They exist because of uncertainty and the consequent 
rSks of business. It is the entrepreneur who bears most of these 
risks, and his profits tvill vary with his success in forecasting 
future changes, deciding how they will affect his business, and 
acting accordingly. For the sake of brevity we shall term profits 
in this sense “pure” profits. 

Pure profits are quite often negative. Many men over- 
estimate their own business ability and set up firms which after 
a time go bankrupt qr, if they survive, yield their entrepreneurs 
a lotver return than they could get by working for others and 
investing their capital at fixeti interest. During periods of bad 
trade many firms fail to cover their “other” costs. The ups 
and downs of the trade cycle, however, affect firms in some 
industries more strongly than in others. A firm producing com- 
modities, such as tobacco, for which the demand fluctuates 
comparatively little over time may well make some pure promts 
(although they may be relatively small since the risks are relatively 
slight) year after year, whereas a firm producing commodities, 
such as steel and machinery, for which the demand fluctuates 
svidely over time may well resign itself to making losses (in the 
sense of negative pure profits) during bad years, expecting diat 
large pure profits during good years will more than compensate 
for this. 

Total pure profits, taking all firms together and good years 
together with bad, are almost certainly positive. In other words, 
entrepreneurs as a whole probably make more than they would 
get by working for others or by lending their capital at fixed 
interest instead of investing it in their own businesses. Persons 
with a real flair for entrepreneurship arc scarce and, provided 
they can command sufiSdent capital, most of them can make 
much more than. they would earn at other jobs. The same, of 
course, is true of outstanding members of otlier occupations such 
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as film stars. Probably most people over-estimate the magnitude 
of pure profits. They do not take sufficient account of the firms 
which fail and of tlie companies which pay no dividend for years 
on end or are compelled to write, down their capital. They do 
not fully appreciate the fact that .the number of managers and 
other employees able to command sufficient capital to start oii 
their own account, if tlicy think that they can cam more as 
entrepreneurs, is fairly large. Owners of “free capital” can 
either act as entrepreneurs (for example, by investing in ordinary 
shares) or lend their money at a fi.xcd rate of interest, and 
although on the whole and in the long run the former course 
probably gives the higher return, owing to the greater risks, 
competition among investors usually prevents tlic difTcrcncc 
from becoming verj' large. For these reasons we conclude that 
pure profits, for all firms taken together over a long period, are 
almost certainly positive but are considerably smaller than many 
people suppose them to be. 

We have seen that total costs may be divided into paid-out 
and other costs. They may’ also be divided into fixed costs 
tvhich do not vary with the siac of tlic firm’s output, and 
variable costs, which do.‘ Given dte amount of effort which tlic 
entrepreneur devotes to iiis firm, and the assets employed in the 
firm which belong to him, all “other” costs arc in tliis sense 
fixed costs. They do not vary witli the output of the firm; tlicy 
arc tlic same whether it is large or small. But some paid-out 
costs arc also fixed in this sense, at least within wide limits. Thus 
the interest payments due from a firm to its bank or from a 
copipany to its debenture-holders, or the rent due from a farmer 
(who has signed a long lease) to his landlord, do not vary with 
the output of the firm. Expenditure on such items as tlic salaries 
of office employees, insurance of the buildings against fire or 
burglary, and advertising, often falls into tlic same category'. 

Both tlic distinction between paid-out and otlicr costs and 
that between fixed and variable costs arc useful provided that 

’ It will be rcnlizctl tlint ilic division between the two is often not clear- 
cut. Suppose a shipping company decides to run an extra ship. All the extra 
costs thereby incurred arc sariablc costs in so far as they would not be incurred 
ir the ship were not run. But, once the ship is being run, rhese costs arc 
“ fixed” lo extra passengers; the s-ariable cc»is of carrying extra pas- 
sengers may be very small, e.g. addilional food and perhaps one or two extra 
stewards. 
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we remember that they are only rough distinctions applying 
to a relatively short period. Unless factor-prices change, a 
substantial increase in output can often be produced more cheaply 
by increasing the plant and other “fixed capital*’ as well as the 
labour, materials, and so on. A large change in output may also 
cause the oflSce staff to be increased or reduced, and may lead 
to changes in i)ther items of current expenditure which can 
normally be taken as fixed. Again, a considerable incre^e in 
output often raises the rate at which money is spent on replacing 
parts o^the “fixed capital” — on buying new tyres for lorries, 
new linings for furnaces, and so on — ^and in keeping it in good 
repair. Moreover, as time goes on, “fixed capital” wears out 
and ■svill not be replaced unless its expected earnings are as high 
as the yield obtainable by investing the money, which it costs to 
replace it, in some other way. In the very long nm, all costs 
are variable. 


4. THE DECISIONS OF THE ENTREPRENEUR 

An entrepreneur must decide the foUowing questions — 

(1) What industry shall he enter? This is the question which 
confi-onts him at the outset, when he has made up his mind that 
he tvill do better by setting up in business for himself instead of 
working for others. In so far as ordinary shareholders may be . 
regarded as entrepreneurs, they must decide in what industries 
they svill invest, taking the risks, instead of lending at fixed 
interest. -But the question does not disappear once a decision 
has -been made, for an entrepreneur may think it desiral]fe to 
transfer his activity or investments into another industry. 

(2) What commodities or services shall he produce ? Logically, 
this question merges into the firsts for both relate to the nature 
of his output. But it is. convenient to separate them. For a firm 
usually produces a number of different goods, within the same 
broad group of goods. The first question relates to the group — 
for example, pottery or machinery. The second question relates 
to the particular goods ■wdthin the group. 

(3) What shall be the size of his “plant” or plants? This term 
is meant to cover a “unit” such as a factory or a farm or a shop. 
In many' cases it is difficult to say exactly what the “imit” is, 
but in others there is little real doubt. We treat this as a separate 
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question, despite the difficulty of definition, in order to stress the 
fact that one firm may possess a number of different “plants.” 

(4) What shall be the size ofhis firm? This question relates to 
the size of his output. This chapter, for the most part, assumes 

' perfect competition; impe'rfcct competition, or monopoly, is 
, discussed in Chapter XV. But we may mention here that if a 
firm is in a monopolisdc position the question of how much of 
a commodity it shall produce is practically identical ivith the 
question of what price it shall charge. 

(5) What methods of production shall he adopt? Jn othef 
words, in what proportions shall he combine the various types 
of labour and other factors? We discuss this under the heading 
of “substitution between factors.” 

He must also decide where his plant or plants shall be located, 
but we postpone discussion of this to Chapter XXV. We may 
say at once, however, that in this matter, as in the others, he 
will tend to act in accordance with the wishes of consumers. For 
example, less transport may be required to assemble the various 
materials at one point than at anotlicr. Other things being equal, 
he will choose the former point as a site for his plant because it 
will keep down his transport costs, and it is to the advantage of 
consumers that he should do so, for factors of production are 
thereby made available for other uses instead of being employed 
. in uimecessary transport. 

What considerations will guide an entrepreneur in making 
these various deebions? He will doubdess pay some attendon to 
hb own tastes and feelings. For example, he may prefer “being 
hb qwn boss” to getting a somewhat bigger income by working 
for an employer' or he may believe that alcoholic drink b harmful 
and may therefore enter some other industry although he could 
make bigger profits by running a brewery. He will have a 
certain scale of preferences as between income and lebiu-e, and 
will probably content himself wth a smaller income than he 
could obtain by devoting more time to Ids- firm, in order to have 
a certain amount of lebure. If he saves, he may prefer to invest 
his savings in hb o^vn business although he could obtain about 
as high a yield if he invested them elsewhere. We shall set aside 
these considerations, which do not substantially affect the 
argument, by supposing that he has no preferences as betw;cen 
different fields of economic activity, and that he will neither 
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increase nor diminish the amount of work which he devotes to 
his firm and the amount of other factors employed in his firm 
which he himself owns. 

On these assumption, he will choose whatever course promises 
him the greatest profits in the wide sense of “other” costs 
plus pure profits. In other words, he will try to get the greatest 
possible money income fiom those factors in his firm which he 
himself owns: that is, fi-om the efforts which he devotes to the 
firm’ and the capital which he himself has invested in it. * 

"* This »mple rule enables us to predict how an entrepreneur will 
behave when confironted with a given set of prices, provided that 
he knows, and we know, how changes in the combination of 
factors employed in the firm will affect its output, and provided 
that he does not anticipate any significant changes in relevant 
prices or technical possibilities. If he does anticipate changes, 
we can predict what^he wfil do if we know 'exacdy what his 
anticipations are. 

The reader will note the great difference between the data 
required to predict the behaviour of a consumer, on the one hand, 
and of an entrepreneur, on the other hand. In order to predict 
how a consumer will behave, when confironted with a given set 
of prices, we must know his scale of preferences, for there is no 
accounting for tastes. But the tastes, in this sense, of the entre- 
preneur do not affect his behaviour. The behaviour of all ^ 
entrepreneurs is determined by the same general principle. They 
tvill all endeavour to maximize their profits. There is no “sub- 
jective” or “psychological” aspect of the matter (apart fi'om 
the relatively minor consideradons which we have set aside by 
our assumptions) as there is in .the case of a consumer. The 
actiom of an entrepreneur are not determined by his own par- 
ticular scale of preferences but by objective market facts. They 
therefore lend themselves to analysis far more than do the 
actions of consumers. 

S- FIRMS AND INDUSTRIES 

We define an industry as a group of firms producing similar 
products or rendering similar services. But it should be said at 
once that an “industry” in the popular sense may include firms 
whose products are" not “similar,” for they are not at all dose 
substitutes for one another. Thus “the coal-mining indust^” 
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embraces both firms producing steam coal and firms producing 
household coal. These two types of coal are by no means close 
subsdmtes. The demand for one may increase while the demand 
for the other falls, and over a period their prices may diverge 
very considerably, morving in opposite directions. Indeed, fuel 
oil is a much closer substitute for steam coal, which is used largely 
in ships, than most other types of coal. It should also be said 
that a firm may belong to several industries at once, producing, 
for example, cofil and steel and machinery. 

Suppose there is an increased demand for the products of a 
particular industry. Consumers, taken together, have a stronger 
preference for those products, relatively to others, than before. 
It pays entrepreneurs to comply tvith their wishes. Firms already 
in that industry will find it profitable to expand dieir output, 
and entrepreneurs about -to set up new firms ivill be attracted 
towards that industry rather than towards others. For, unless 
there is a good deal of “unused capacity” available for rapid 
expansion of output, the prices of these products will rise. The 
opposite, of course, applies to an industry for whose products 
the demand falls off. Existing firms •will tend to contract their 
output and new entrepreneurs will tend to avoid that industry. 

The number of firms in a contracting industry may diminish 
(apart from amalgamations) because some firms are driven into 
bankruptcy and some entrepreneurs transfer to other industries 
where they hope to make bigger profits. A firm which caimot 
cover its prime costs is paying out more money than it receives 
and sooner or later, if this continues, tvill be forced out of exist- 
ence The entrepreneur pays the penalty for misjudging or 
forecasting -wrongly the wishes of consumers, or for using ineffi- 
cient methods, and for entering the ranks of entrepreneurs when 
his services would have been -valued more highly by consumers 
as an employee. The entrepreneurs who decide to transfer their 
abilities elsewhere may be among the most efficient in the 
industry. They may be making quite considerable profits, but 
now that the demand for these particular products is.lower than 
befbre, they may believe that they -will make still larger profits 
by transferring ffieir abilities to another industry. 

It is seldom that the whole group of factors constituting a firm 
moves bodily firom one industry into another.’ Wliether particular 
factors move depends largely on how “spedfic” they are to that 
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industry. Plant which is. suitable for only one purpose will 
continue, under pe^ct -competition, to be employed for that 
purpose so long as it yields any net return, however small, above 
what could be obtained by selling it for scrap and investing the 
proceeds. Workers who are specialized to one industry, and 
would be of little use elsewhere, will remain attaHied to that 
industry even if their wages fall very low or they become unem- 
ployed. In a contracting industry there may be some reshuffle of 
factors among firms, the specific ones remaining in the industry, 
perhaps*finding employment with other firms if their own cease 
business, and some of the non-specific ones moving to other 
industries. For example, if an entrepreneur moves to another 
industry (taking his accumulated amortisation fimd, which is in 
the form of money or marketable securities, with him) he may 
sell the factory to another firm which uses it for a different 
purpose, and he may sell some of his plant and equipment and 
materials to another firm in that industry and sell the rest as 
scrap, while some of his workers may find jobs with other firms 
in that industry, some may move into various other industries, 
and some may remain unemployed. 

The supply curve of a commodity produced under perfect 
competition is the marginal cost curve of the industry produdng 
that commodity.^ The expansion of an industry implies thaj its 
demand for particular types of labour, materials, and other 
factors is increasing. If it has to pay higher prices in order to 
obtain increased supplies of some of these factors, this will raise 
its mar^nal costs and the product tvill have to command a corre- 
spondingly. higher price if its supply is to be increased t<^ that 
extent. • On the other hand, the expansion of an industry may 
lead to various economies -which tend to reduce- its marginal 
costs. Thus expansion due to an increased demand for its products 
may enable it to employ “indivirible” equipment not previously 
worth wliile. Again, the expantion of a localized industry may 
enable railway companies, for example, to reduce their charges 
oiving to the larger volume of traffic. But in any event marginal 
cost, as we shall explain in a later section, will tend under perfect 
competition to equal the selling price of the product. We speak 
here of the marginal costs of an industry because although any 
single firm may take the prices of its factors as given “by the 
* See p. aas. 
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market” and beyond its control, yet the simtdtaneous expansion 
of a number of firms, together perhaps witlr^lie entry of new ones, 
may well raise the prices of some of the factors employed in the 
industry. 

6. THE NATURE OF THE OUTPUT 

Consider an entrepreneur who is already engaged in some line 
of production. It may be that the demand for his products, and 
therefore their selling prices, are less than he had expected and 
his profits smaller than he had hoped. If he were just c^bout to 
set up in business, he would enter a different industry. He may 
nevertheless remain where he is, for he has probably acquired 
a special knowledge of his present kind of business, and has 
perhaps built up a “goodwill,” both of which would be sacrificed 
if he moved into another line. 

Very few firms produce only one homogeneous product. A 
firm may produce only, say, shoes, but it will usually turn out a 
variety of styles and patterns. An cnti-eprencur wiU produce 
whatever assortment of products gives him the largest income, 
and he will meet changes in the relative demand for his different 
products by producing more of the goods now more in demand 
and less of those for which tlic demand has diminished. It pays 
him to comply tvith the wishes of consumers. This k true even 
, if he k producing equipment or other producers’ goods. He may 
sell hk products to mwufacturers, but their demands tvill reflect 
their antidpations of 'the demands of final consumers — ^based 
usually on the behaviour of the latter in the recent past. There 
may be many different processes and many different firms 
engaged in the various stages of produdng a consumers’ good, 
but always at the end of the chain are the sovereign consumers, 
whose anticipated preferences determine the directions taken by 
economic activity. An entrepreneur may decide that he can 
increase hk profits by producing some new commodity, but in 
this case also hk deckion will turn upon hk forecast of consiuners’ 
demand. 

If it is easy to produce more of one good and less of another 
by malting relatively minor adjustments to the fixed plant and 
equipment or using materials in different proportions, the 
marginal cost curves — that k, under perfect competition, tlie 
supply cmves — of those goods may be practically horizontal over 
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a certain range. Changes in demand will not appreciably alter 
the price but will lead at once to corresponding changes in out- 
put. But this is often not the case, as we saw in Chapter VI, 
section 3. 


7. THE SIZE OF PLANTS 

A "plant,” with 'its equipment, stocks of materials and other 
goods, and workers, may coincide with a firm: a farmer may 
have just one ferm, a shopkeeper just one shop,.a manufecturer 
just one^ctorj’. On the other hand, one firm may control quite 
a number of plants. Thus some colliery companies operate a 
number of mines, "chain stores,” such as Woolworth, run a 
number of shops, and some large firms, such as Unilever, control 
many plants of various kinds — ^plantations, factories, ships, shops, 
and so on. In Germany in 1925, 42*4 per cent of all persons 
occupied in industry and commerce were occupied, according 
to the Census, in firms tvith branch plants. Figures for Great 
Britain are not available, but many plants are controlled by 
holding companies and the percentage is probably quite as high 
as in Germany. 

The size of a plant may be limited by the demand for its 
products. We should not expect to find an enormous factory 
producing only glass eyes, for the demand for glass eyes, even at 
a low price, is comphradvely small. But the limitations imposed . 
by the extent of total dqmand are much less important than 
those imposed by the extent of local demand; it is this, for 
example, which restricts the size of a village shop. Industries 
such as baking, printing, and tailoring, in which for One rqpson 
or another most plants must be fairly near the consumers, tend 
to have small plants distributed over space in much the same way 
as the population. If a commodity k heavy or bulky in propor- 
tion to its value, the advantages of large-scale production have 
to be considerable (as they are with Fletton bricks) to outweigh 
the increased costs of transport involved in supplying a wider ' 
area. Thus brick-works and breweries and furniture &ctories 
are often relatively small and dbtributed over space roughly 
according to population. 

The advantages of large-scale production arise mainly, as we 
have seen, fi-om the use of ‘^divisible” equipment. In many 
fields — ^fbr ' example, in the manu&cture of steel or motor cars 
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or ships — these advantages are so great that large plants are the 
rule. 

In some industries integration, in the sense of carrying out a 
number of processes in the same plant, is often profitable. Thus 
in the steel industry there are economics to be gained by having 
^ coke-ovens, blast furnaces, melting shops, and rolling-mills close 
together, forming a single “plant.” Less fuel is required if- the 
metal^ is passed through its various stages without being allowed 
to get cold; the blast furnace gas can be utilized for the coke- 
ovens and the coke-oven gas can be converted into’ electric 
current for power and light. Hence most iron- and steel-works 
are large — partly because the greatest technical efficiency can be 
obtained from relatively large blast furnaces and other types of 
equipment, and partly because most of the works arc more or 
less integrated. 

Sometimes, however, it may pay to sacrifice some of the 
technical efficiency resulting from large apparatus or from 
integration. For example, it may pay to have blast furnaces 
smaller than the technically “most efficient” size if the fuel 
available locally could not stand the weight of the charge in a 
larger furnace and if better fuel would have to be brought from 
a long distance. Again, the by-products of coking may be utilized 
or sold at the mine instead of at the steel-works. A ton of coke 
. requires about i J tons of coal to produce it, so that less weight is 
transported if coke moves instead of coal, and a steel-works may 
find it more profitable to buy coke tlian to have its own coke- 
ovens. In general, a plant which is not integrated can often 
adapt itself more readily to changes in demand for different 
varieties of product and to changes in relative supplies of 
different materials and other factors. 

The size of plant which best pays an entrepreneur will tend, 
under perfect competition at any rate and often under monopoly, 
to be that which best satisfies the wants of consumers. It trill 
' pay the firm to take full advantage of economies of scale or of 
integration unless tlicsc arc outwcighcd_by such considerations 
as transport costs or the need for flexibility. If tlicy arc dius out- 
weighed, the implication is that tlic wants of consumers, taking 
account of probable future changes, can be satisfied more fully 
by smaller plants. 

In Great Britain, according to the 1930 Census, 75-8 per cent 
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of all employees in Iron and Steel (Smelting and Rolling) were 
in plants employing over 500 workers. In Automobiles the 
corresponding percentage was 71-2 and in Electrical Machinery 
73-9. At the other end of the scale were Bakery with a percentage 
of I3'0 and Furniture with a percentage of 8-4. In some indus- 
tries, such as coal-mining and foundry and general engineering, , 
there was no typical or prevailing size of plant.^ 

8 . THE SIZE OF FIRMS • > 

^ • 

Two or more firms cannot both control the same plant. Hence, 

in industries where most plants are large, most firms will be at 
least correspondingly large. But small plants may be owned by 
large firms. The question we really have to answer is what 
forces limit the size of a firm. We are supposing that the amount 
of work which the entrepreneur devotes to his firm, and the 
amount of his own capital invested in it, are given, and that he 
wishes to maidmize his profits. Why cannot he increase them 
indefinitely simply by expanding his output or, in other words, 
by increasing the size of his firm? 

One reason may be that he cannot borrow the money necessary 
for expansion, or can borrow it only at a rate of interest so much 
above the prevailing rate that it would not pay him to do so. 
In order to expand, he will have to engage more workers ajid, 
as a rule, pay diem wages before he himself is paid for the goods 
which they help to produce; he will have to buy mote raw 
materials or other intermediate products such as fuel; he may 
have to acquire more land or biddings or equipment. All this 
requires expenditure; and since his own assets, which he can 
pledge as security to lenders, are limited, he may not be able to 
borrow. This point is of real importance, but it should not be 
exaggerated. Raw materials and other goods can Usually be 
bought on credit; a loan can be obtained, the main security for 
which is the assets. acquired ivith the loan; and an entrepreneur 
who has proved his efiiciency by running a small business success- 
fully can usually find a bank, or some other lender, ready to 
advance him money ivith which to expand; and if the results 
are satisfactory, he wiU usually be able to borrow more for further 

‘ Most of the figures in this sectioo are quoted from a very inlbimative 
article by Prof. P. Saigant Florence entitled ** Economic Resear^ and Indus- 
trial Pohey" in the Eamomie Joamalt Vdl. XL VII, No. x88, December, 1937. 
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expansion, and so on. But even if he can borrow as much as he 
wishes, at the prevailing rate of interest, he will not expand his 
output indefinitely. 

If a firm eontinues to grow, sooner or later its output will 
become large enough to have a perceptible influence upon tlie 
, selling price of its product. The entrepreneur will then take 
accoimt of the fact Aat an increase in his output will lower the 
price which he receives for all the units he produces. Altem- 
ativefy, he may, be able to sell more at the old price only bjr 
spending more, per unit of output, upon selling costs. We have 
seen tha t the increase in transport costs, as a wider area is supplied; 
may limit the size of a plant. A firm may combat this by setting 
up new plants in other localities, but nevertheless it may have to 
spend more, per unit of output, upon advertising and salesman- 
ship in order to sell a larger quantity at the old priee. Again, a 
firm may become so large that its demand for one or more 
factors, such as a pardcular type of skilled tvorker, affects their 
price. The entrepreneur will then take account of the fabt that 
if he employs more of this factor he tvill have to pay more for 
eaerji unit of it which he employs. We return to these points in 
Chapter XV, which deals with Monopoly. But we may state at 
once an important rule, derived from the principle that an 
entrepreneur will try to maximize his profits. This rule is that 
. he will try to equate his marginal costs and his marginal reoenue. In 
other words, he will expand his output so long as the increase in 
his total costs is less than the increase in his total revenue, or 
receipts, due to the increase in his output. If the latter — his 
marginal revenue — ^is less than the former — his marginal costs — 
he tvill increase his profits by contracting his output. He will 
maximize his income, therefore, only if the two arc equal. The 
size of his firm will be limited by the increase in marginal costs 
or by the decrease in marginal revenue, or both, as its output 
becomes larger. 

Many entrepreneurs, however, do not produce enough to have 
a perceptible influence upon the selling prices of their products 
or upon the prices of the factors they employ, and yet they would 
make smaller profits if they increased their output. Thp reason 
for this is that an entrepreneur is .limited by his otvn capacities. 
Consider, for example, a wheat-farmer. By hypothesis, the 
amount of work which he devotes to his farm, however big it 
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may be, is given. Tliis means that, after a point, his manage- 
ment will Inevitably become less efficient. He will have to spend 
more time, as the farm grows in area, in moving from one part 
of it to another. He will have to incur extra costs in the form of 
book-keeping and other checks to safeguard himself horn fiaud 
by his managers. He will find it more difficult to make correct, 
decisions as the number of decisions to be made becomes larger, 
for the time which he can devote to the problems of his business 
is given. In short, the Law of Diminishing Returns operates. 
As increasing amounts of other factors arc combined with a fixed 
amount of entrepreneurship, the marginal products of the other 
factors diminish, although the price which has to be paid for 
each unit of a factor remains the same. In other words, the 
marginal cost of production — ^the increase in total costs involved 
in producing an additional unit (or hundred or thousand units) 
of output — ^increases. 

Of course, entrepreneurs diflfer in capacity, so that in any 
industry a more capable entrepreneur, will tend to control a 
larger firm than a less capable, one. But even the most capable 
entrepreneur wll find that, after a point, further ' expansion 
would diminish his own income: his “profits.” However laige 
a firm may be, the question remains: why is it not still larger? 
And the answer is always that further expansion would inci;pase 
total costs more than total revenue, or receipts. 

g. SUBSTITUTION BETWEEN FACTORS 
Our general principle that an entrepreneur will try to ma 
imize liis own income, or "profits,” implies both that hg will 
try to produce whatever output is most profitable and that he 
will try to produce it at the lowest possible total cost. Hitherto 
we have taken this latter point for granted ; we must now make 
it explicit. “ » 

We do not say that he will produce whatever output has the 
least total cost. Clearly quite a small output might have the 
least total cost, yet he might make greater profits fi-om a larger 
output. Nor do we say that he will produce whatever output 
has the least average cost (per imit of output).^ His average 
costs may be rising, yet it will pay him to expand so long as his 

* It mil be remembered that we are excluding iroib his “costs” the return 
on his oivn efforts and eapital. 
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marginal receipts exceed his margined costs. What we do say is 
that he will produce any given output in the cheapest possible way. 

This means that if he can reduce his total costs, withoiit 
diminishing his output, by substituting some factors for others, 
he will do so. His cheapest method will depend, given the 
rtechnical possibilities, on the relative prices of the different 
factors. For example, if a machine for pacldng^ cigarettes, plus 
one girl, packs lo million cigarettes a year, and if it takes five 
girls to pack 10 ipillion cigarettes a year by hand, which method 
is cheaper will clearly depend on the relative annual osst of iT 
machine and of a girl. If the girls must be paid £100 a year 
each, the machine is cheaper if its cost (including amort- 
isation) is less than £^00 a year and dearer if it is more than 
£400 a year. Again, if it pays him to expand his output, he will 
do so by hiring whatever factors enable him to produce any 
given increase at the least additional cost. If, for example, he 
begins to expand simply by hiring more of a particular grade of 
labour, the marginal product of that grade will fall (and the 
marginal products of his other &ctors will rise, since they are 
combined with a greater quantity of that grade) so that, after a 
point, further expansion will be obtained more cheaply by hiring 
more of other factors. In some circumstances considerable 
expansion may take place before this point is reached. If, for 
.some retison, his plant was being worked well below capacity, 
he may find that the cheapest way of increasing his output until 
full capacity is attained is to employ mainly additional labour. 
Even so, he will have to decide how much more of one kind of 
laboqr, and how much more of another kind, to employ, and 
to what extent he will purchase more raw materials, fuel, and 
so on, and how much he \vill spend on repairs, renewals, and 
replacements. 

Mr. R. F. Fowler gives some illustrations of the'principle we 
are discussing in an article published in the Oyarterly Joamal of 
Economics', Vol. LII, November, 1937. Scrap and pig-iron can be 
used in different proportions as materials in the manufacture of 
open-hearth steel. Mr. Fowler found that “a reduction in the 
price of scrap relatively to the price of pig-iron leads to a greater 
proportion of raw material costs being incurred for scrap as 
compared with pig^iron.” In South Wales, for example, the 
price of scrap in 1924 was only about l per cent lower per ton 
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dian the price of pig-iron. About 1 J tons of scrap were combined 
with I ton of pig-iron. In 1535, scrap was 13 per cent cheaper, 
per ton, than pig-iron and tvmce as much scrap as pig-iron was 
used. Mr. Fowler also found that as the proportion of scrap 
consumed increases “it becomes more and more difficult to 
substitute scrap for pig-iron rvithout raising costs.” This, of. 
course, is an illustration of diminishing marginal returns: the 
marginal productivity of scrap fells, relatively to that of pig-iron, 
^ the proportion of scrap increases. . 

Ourtonduaon can be stated as follows. 

marginal product of factor A 

• If the : ~r — 7 

price 01 ractor A 

, , marginal product of factor B . 

is greater than the : . „ ^ — s it will be to the 

° price of fector B 

advantage of the entrepreneur to employ a method of production 
which uses more of A and less of B. For example, if machines 
costing £^00 a year add more than four times as much to the 
total product as girls costing £100 a year, machines will be 
substituted for girls. This will mean an increased donand for 
machines and a decreased demand for girls. The price of 
machines will tend to rise (unless they can be produced more 
cheaply on a larger scale) and the wages of girls will fell (unless' 
they are kept up by State regulation or by their trade union, in. 
which case their marginal product will be raised by fewer of them 
being employed) until their marginal products are proportional 
to their prices. . 

• Under perfect competition this Principle of Substitution iqiplies 
that the value of the mar^nal product of any fector will equal its 
price. If it were less, entrepreneurs would use less of it until the 
decreased demand for it lowered its price; if it were greater, 
entrepreneurs would increase their profits by using more of it, 
and their increased demand for it woidd raise its price. The 
interests of entrepreneurs and of consumers, in this respect, 
would be in complete harmony. The price of any fector -would 
reflect the valuation placed by consumers on the contribution 
which it was making to output. Units of particular raw materials, 
types of labour, and other factors would be diverted towards a 
particular firm only if they could make a contribution to output 
in that firm which consumers valued at least as highly as any 
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contribution they could make elsewhere. If an entrepreneur 
attempted to use so many units of a factor that some of them could 
produce something elsewhere which consumers valued more 
highly, the price of that factor would exceed the value of its 
marginal product in that firm, and the entrepreneur in quesdon 
•could incretise his profits by using less of it. 


' to. COST OF PRODUCTION AND PRICE 

r 

A common view is tliat the price of a commodity — although it 
may vary otving to changes in demand after the commodity has 
been produced — is normally “determined by” its cost of pro- 
duction. This implies that the cost of production includes the 
profit of the entrepreneur, but his profit in fact may vary fi-om 
time to time as a consequence of changes in price. Moreot'er, 
cost of produedon often varies with the size of the output, which 
in turn depends on the demand for the product. 

The money cost of produedon, however defined, and whether 
average or marginal, itself consists of prices. It is composed of 
the prices of the various factors used in making the good. A 
complete theory of value should explain all prices, including . 
those pf gifts of Nature, labour services, land rents, loans of 
■money, foreign currencies, and rights, as well as the prices of 
commodities currendy produced. But the view under discussion 
makes no attempt to explain the prices of non-produced goods 
and services. 

In fact, costs no more “determine” the prices of finished 
prodqcts than the latter determine the former. A shortage of 
coal-miners may raise their wages, and this may raise the price 
of coal. On the other hand, an increased demand for coal may 
raise its price and this may lead, by way of an increased demand 
for coal-mincrs, to a rise in ftcir wages. All prices are 
interdependent. 

The price of a good produced under imperfect compeddon, 
or monopoly, trill exceed its marginal cost. Suppose, to take a 
simple example, that a monopolist is selling a thousand units a 
week at per unit and that in order to sell iioo per week he 
must reduce his price to igs. The increase in his total receipts 
■■would not be too times igs. but only £^1045 less £1000, or 100 
times igs. less 1000 times is., that is, goos. or £45. He trill not 
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produce tliis extra too units unless the addition to his costs is 
less than £45, although they sell for £95. 

Let US' now consider perfect competition. An increase in the 
output of a firm under perfect competition will not perceptibly 
reduce the price of its product. Its receipts will be increased by 
the full (present) selling price of the additional ouqiut. The, 
marginal revenue from an extra unit will be the full price of that 
unit, so that the rule that an entrepreneur will equate maigin&l 
cost and maiginal revenue means that he will^ equate marginal 
■“cost and price. Eany firm will tend to produce that output for 
which marginal cost equals price. Differences in efficiency 
between firms tvill show themselves not in differences in maiginal 
costs but in differences in output. The more efficient firm will 
Imve the larger output. 

We have seen that in the long run an entrepreneur will tend 
to go banluaipt, or transfer to another industry, or relapse into 
the ranhs of employees, if Ids rece^ts do not cover both his 
supplementary and his prime costs. But in the short run it is 
variable prime costs .which are important. “Fixed" costs do not 
enter into matginal costs because they must be paid whether the 
output is large or small. He will expand his output so long as the 
price of his product exceeds the extra amount of money which he 
must pay out in order to produce one more unit of product If 
the reduction in his total costs due to his producing one unit 
less would exceed the price of a unit, he tviU contract. He is 
niaxirnizing his otvn income only if marginal cost equals price. 
And we may repeat that this applies to all firms and not only to 
some hypothetical “marginal firms.” It may be that some firms 
will expand or contract their output by, say, a hundrei? or a 
thousand units at a time, and not by just one unit, but that in 
no way modifies our conclusioirs. 

Let us take a very simple example. Suppose that an entre- 
preneur, growing wheat, has rented a square rrrile of land and 
has acquired a given amount of machinery, seed, fertilizer, and 
so on, and that in order to increase his odtput he must increase 
only the number of men he employs. Suppose the marginal 
product (per year) of his men varies as in the table given on 
page r24. Then if the wage of a man is a year and the 

price of a. unit of wheat is £1, he will employ ra men. If he 
employs only rr men, his output tvill be 182a units and his 
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receipts, therefore, £1822. One additional man would increase 
his output to 1950 -units, adding £128 to his receipts and only 
,^125 to his costs’, thus increasing his profits by £3. But a 
thirteenth man would increase his receipts by only £115, whilst 
increasing his costs, as before, by £125. He tvffl therJore employ 
,.12 men, but not more than 12. In this example his marginal 
costs consist entirely of wages. Since men are indivisible, his 
costs increase, as his output expands, by jumps of £125 a year 
— that being the.prevailing rate of -wages for this type of labour. 
An entrepreneur who can employ men by the hour can^chieve*^ 
closer equality between marginal cost and price. His marginal 
cost will be the cost of the extra hours of labour required to 
produce an additional unit of product. As more labour is em- 
ployed, the marginal product of labour will diminish. In other 
words, as output expands, an increasing number of hours’ work 
■will be required to produce yet one more unit. Marginal cost — 
the addition to his wages bill required to secure an additional 
imit of product — therefore increase. He will expand his 
output only so long as the price he gets for a unit of product 
exceeds its mar^nal cost. 

All this assumes nbt only perfect competition but also that 
changes in output involve changes only in the amount of labour 
employed, the quantities of other factors employed remaining the- 
-same. In the short run, this latter assumption may be near the 
truth. Expansion of output may' require mainly additional 
labour, together, perhaps, with increased raw materials, fuel, 
and so on, and the loan of additional money with which to pay 
for tljese things. Any given output ttill be produced as cheaply 
as possible, so that the proportions in which different types of 
labour . and materials are combined may change as output 
expands, but this does not affect the conclusion that marginal 
cost will tend to equal price. But it must be remembered that 
the longer the period under consideration the greater the 
number of costs — for replacements arid so on — tvhich actually 
have to be pmd out and thus enter into mar^nal costs. 

One further point may be added. In the short run, a firm may 
’ continue to ' produce although its marginal costs exceed its 
marginal revenue. It wM do so if the loss involved in closing 
down temporarily and keeping its assets in good condition is 
greater than the loss involved in working them, and ii^ at the 
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same time, it- hopes that after a while the prices of the products 
tvill rise. Thus if a coal-mine is temport^y closed down, the 
cost of keeping it free of water and in good condition generally 
is relatively high: the loss from working it may be smaller. But 
of course if the entrepreneur is t\Tong in his belief that in time 
the prices of his products tvill rise (or the prices of his factors 
fall) sooner or later he will be compelled to close down rather 
than to continue paying money from his private resourctg to go 
^on working at a loss.^ 

^ “The Equilibrium of the Firm ** by N. Kaldor {Economic Journal, 1934) 
deals admirably with several of the problems dheussed in this chapter. 



CHAPTER XIV 


THE MOBILITY OF FACTORS OF 
PRODUCTION 

I. THE MEANING OF “ MOBILITY ” 

At any moment a community has a certain quantity oMactora*^ 
of production. In the first place, it has a working population. 
This does not consist only of wage-earners. It includes also 
farmers, shopkeepers, workers in the professions, housewives, 
and, indeed all whose activities contribute directly or indirectly 
towards the production of goods and services. In the second place, 
it has natural resources, including improvements of all kinds (such 
as roads, tunnels, and dams) made by man. In the third place, it 
has capital, consisting of goods of all kinds, ranging in durability 
fi:om buildings to quickly perishable goods such as fish. It will 
be remembered that there are very many different kinds of 
fiictors of production and that we group them under these three 
broad headings of Labour, Land, and Capital merely for con- 
venience of exposition. It makes little difference whether we 
regard,.say, a canal or a bridge as falling under Land or as falling 
under Capital, or indeed whether dr not we include tdl Land 
under Capital. The important thing is to realize how the possible 
output of consumers’ goods and services is limited by tlie quan- 
tity and nature of the factors of productipn available. 

It IS true that a given quantity of factors of production may ■ 
render more or fewer services. Thus a given population may 
perform more or less work. Some people capable of working may 
choose to live a life of leisure, enjoying incomes received firjm 
their ownership of property, and workers may take longer or 
shorter holidays, or work more or fewer hours per week. But 
'this point is not relevant to our present problem. 

Our present problem is to consider how far factors of produc- 
tion are capable of alternative uses. A factor capable of only one 
use, such as a coke-oven, is said to be completely “specific.” If 
every factor were completely specific, a community would have 
little scope for choice as to what assortment of goods and services 

19s 
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it would produce. _ Ir could indeed decide wliich factors were not 
worth utilizing, and to what, extent particular factors should be 
worked, but that would be all. Unless it could acquire new and 
different factors, there would be no possibility of variation — the 
same factors would alsvays produce the same products. In fact, 
of course, this is not the case. Many factors are capable of alter- 
native uses, and thus a pven quantity of factors can produce any 
one of a large number of different assortments of goods and 
services. Moreover, some existing factors can be converted into, 
or replSfCed by, different ones, and this increases still further the 
range within which the composition of the total output can be 
altered. 

It will be remembered that in modem communities the 
Structure of production is complex. The production of a finished 
commodity may involve many stages and processes, in the course 
of wliich many different kinds of factors are used. Hence we can 
distinguish two ways in which a given factor of production may 
make a different contribudon to the final Sutput. In the first 
place, it may condnue to render exaedy the same kind of services 
as before, but these .may be utilized in a different way. For 
example, a typist may move from one “industry” to another 
without changing the nature of her work, and a blast furnace 
may condnue to produce pig-iron but more of the pig-iron may 
become, say, girders and less, say, rails than , before. In the 
second place, a factor may change the nature of the services 
which it renders. For example, a typist may become a shop 
assistant. We might then say that,- whilst remaining the same 
person, she has become a different factor of produedon, and we 
might regard any “costs of conversion,” such as the cost of 
training her for her new job, as an investment of capital. 

We have used the term “mobility,” rather than “specificity,” 
partly because it is better known and pardy because it includes 
the nodon of geographical mobility. Changes in economic 
condidons may make it desirable for some factors to move from 
one place to another. Thus we can speak of mobility between 
industries, between occupations, and between places. As we 
have just seen, a factor may move from one industry to another 
without changing its occupadon, and it may do so without 
having to move to a different place. A movement between 
occupations need not involve a movement between industries or 
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places: for example, our typist may have' been typing for the 
shopkeeper in whose shop she now, acts as a saleswoman. Simi- 
larly, a movement between plaees need not involve a change 
either of industry or occupation. Any one type of mobility may 
be accompanied by either, or both, or neither, of the other two 
types. 

The last two chapters have shown how the price-system pro- 
vides-incentives to entrepreneurs and other owners of factors to 
produce that assortment of goods which consumers most prefej; 
and to change the composition of the total output in re^onse to 
changes in the tastes of consumers and in the state of technical 
knowledge. The extent to which ch^ges in output are made, as 
time goes on, depends upon a number of things. It depends in 
part upon the expectations of entrepreneurs as to how prices 
will change in the future. It depends in part upon how far owners 
of factors of production would forgo a monetary gain or incur a 
monetary loss rather than move their factors (which, of course, 
in the case of woSers means themselves) to another place or 
occupation or industry, and upon how far their estimates of the 
gains or losses are correct. It depends in part upon how far 
State action (such as Public Assistance) discourages or encourages 
mobility; suid so on. But the extent to which changes in output 
can be made depends upon the extent to which foctors of produc- 
tion can be transferred to other industries or occupations dr 
places, and upon the time required to effect such transfers. This 
question of the physical possibilities of mobility forms the subject 
of the present chapter, although we shall make some reference 
alsorto non-physical obstacles to mobility. The question is one 
of fact. Mobility is greater in some countries and periods than 
in others; we shall take our illustrations mainly foom Great 
Brit^ during recent years. 

. 2. THE MOBILITY OF LABOUR 

The British Census of 1931 distinguishes about 35,000 different 
occupations. Some of these, such ^ interior decorating or dress 
designing or tea-tasting, require a natural aptitude possessed, in 
a high, degree, by relatively few. Others, such as the professions 
or lithographic printing, require a considerable period of training 
or apprenticeship, in addition to sufficient natural aptitude. Any 



MOBILITY OF FACTORS OF PRODUCTION 195 

occupation, even a so-called “unskilled job ’’ such as pick-and- 
shovel work, requires certain capacities; and a beginner can 
usually improve, perhaps quite considerably, with practice. 

Nevertheless, almost any worker who is proficient at his own 
job could become fairly proficient at occupations demanding 
similar qualities, and there is usually quite a wide range of such • 
occupations. Thus a man who is &irly efficient at tending one 
kind of machine could usually Icam to tend other kiqds of 
machines, a man doing work requiring mainly physical strength 
could iSually do other jobs of a similar kind, most good chauffeurs 
could learn to pilot an aeroplane, and so on. And most occupa- 
tions can be learnt in a fairly short time. Thus it is roughly true 
to say that occupations can be divided into groups. A svorker 
can move fairly easily from one occupation to another svithin his 
group, but may have difficulty in becoming proficient at an 
occupation in anotlicr group demanding different qualities. 

Clearly it is a simple matter for a worker to change his industry, 
provided that he continues to do the same kind of work and to 
live in the same place. And quite a number of occupations, such 
as those of clcrib, typists, salesmen, lorry-drivers, and porters, 
arc common to many different industries. 

Movement between places, however, may not be easy. A 
worker may consider more than the monetary cost of moving to 
a new district. He may be reluctant to leave familiar scenes and • 
IHcnds and associations and to begin life again in a strange place. 
He may be sdll more reluctant to move to a different country, 
especially one witli a different language and different customs. 

Tlie monetary cost of learning a new job or movingato a 
different place is an investment of capital. This investment may 
sometimes be made by the State: by providing free training or 
by paying the fares of workers moving to jobs in another district 
or by subsidizing emigration. It may sometimes be made by the 
employers, who consider it worth their while to train svorkers or 
to pay their fares. But usually it must be made by the worker 
himself. He will not make it unless he believes that the improve- 
ment in his future earnings will repay him with interest. Some 
workers may not have the necessary capital, and others may 
consider that even the probability of repayment plus, say, 10 or 
ao per cent interest, in the form of increased wages for the rest 
of dteir working lives, is not sufficient to compensate them for 



ECONOMICS 


196 

the present sacrifice of the capital sum. It may be noted tliat a 
given prospect of increased earnings will be more likely to tempt 
a younger worker to move than an older one, not merely because 
the latter lias become more set in his habits but also because he 
has fewer years of Ids working life left over in which to recoup 
himself for his present investment. ^ 

In a modern community, changes in demand and in technical 
knowledge are constantly taking place and providing incentives, 
through the piacc-mechanism, for labour to move between 
occupations and industries and places. There has been arcnarkeS 
tendency during recent years for the State to prevent or restrict 
entrance to certain industries: thus in Great Britain an entre- 
preneur may not be permitted to open a new coal-mine or to 
start a new bus service or to begin distributing electricity or to 
set up a broadcasting station or 4o begin growing hops for the 
market. Moreover, entrants to certain occupations, such as most 
of the professions, are required to pass some kind of qualifying 
test and in some cases to pay a fee. But apart from these restric- 
tions, there arc no legal obstacles to mobility within a country. 
Yet it cannot be claimed that movements of labour take place 
on a large enough scale, and sufficiently quickly, to facilitate 
a rapid and complete adjustment to changes in economic 
conditions. 

A leading example of inadequate mobility is that of Great 
Britain during the last ten or fifteen years. Certain areas, notably 
South Wales, Glasgow, Lancashire, and Tyneside, are largely 
dependent upon “staple” industries (such as coal and cotton) 
wlti 9 h export a large proportion of tlieir output and which have 
been confronted with a marked fall, especially in foreign markets, 
in the demand for their products. Wages in these, areas have 
fallen below wages for comparable occupations in other parts of 
the country, yet the mobility' of labour away Corn these ^tricls 
has been insufficient- to prevent the percentage of imemployment 
fiom being at least twice as high as in otlier districts, so that they 
are now treated as “special” or “depressed” areas. It is 
claimed, however, tliat mobility has been liindercd, until 
recently, by a shortage of suitable houses in the more prosperous 
parts of the country and that it k still hindered by the fact that 
unemployment benefits and public assistance reduce incentives 
to movement. 
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Nevertheless, the mobility of labour tr sufficient, in most 
modem countries, to make, possible a very large measure of 
adjustment in response to changes in economic conditions. It 
must be remembered that it is quite exceptional for changes in 
conditions to require more than a quite small percentage of 
workers to -move, in any one year, out of any one occupation or 
industry or district. Only that small fraction of the total working 
population which is most able and willing to move need do so; 
as a rule, complete adjustment could be achieved even if the 
vast m^ority of workers continued to live in the same place 
and to do the same work as before. Further, adjustment may, 
and often does, take place by means of a kind of “reshuffle.” 
Suppose, for example, that a movement of population is required 
from the North to the South. This could be brought about by a 
series of ripples, constituting a general southward trend, some 
people in the North moving some distance southward, some 
people in the North' Midlands moving southward, and so on. 
Similarly tvith a movement between occupations. Suppose, for 
example, that the coal industry b contracting and the motor 
industry expanding. It is possible that very few coal-miners 
o^uld become proficient woriers in the motor industry.^ In spite 
of thb, a transition might be effected by, let us say, some coal- 
miners becoming builders’ labourers, some builders’ laboufcis 
lorry-drivers, and some lorry-drivers entering the motor industry. 
Finally, by far the most important influence facilitating mobility 
between occupations and industries, although not so much 
between places, b the change in personnel of the working popula- 
tion, which is constantly being diminbhed by deaths and rotire- 
ments and increased by the flow of boys and girls entering the 
labour market from school or college. It is easier to decide to 
enter, for the first time, one occupation rather than another, 
than to decide to give up an occupation in which one has 
acquired knowledge and skill, in order to begin afresh, 'perhaps 
at a iairly advanced age, in a new field. Most of the youthful 
new entrants to the labour market are capable of entering any 
one of a number of industries and occupations, and they tehd to 
be diverted towards those which consumers would most prefer 
them to enter, for it is those which offer them the brightest 
prospects. Here, again, the State is often helpful: children may 
be given “vocational tests” to discover their natural aptitudes. 
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and parents may be advised by Employment Exchange oSScials 
and others, who know the prospepfs of employment and wages 
in different fields, into what jobs to place their children. 

A few statistics will show that considerable movements of 
’abour have taken place in Great Britain during recent years. 
Between July, 1923, and July, 1935, the number -of insured 
workers attached to coal-mining fell from 1244 thousand to 
939 thousand, to cotton from 568 thousand to 442 thousand, and 
to shipbuilding from 270 thousand to 157 thousand, whilst those 
attached to the distributive trades rose from 1254 thodSand to 
2007 thousand, to building from 716 thousand to 977 thousand, 
and to the motor industry from 192 thousand to 286 thousand, 
whilst numerous other changes also took place between industries 
and occupations. There was also some movement away from 
the depressed areas and towards the South. Thus the Census 
Preliminary Report, 1931 (page xiv), remarks — 

■ It will be observed that the counties North of Cheshire and York- 
shire inclusive have on balance lost as many as 443,000 of their population 
by migration during the past deceimium and that from the central Mt 
Wales has lost 259,000, the' Midlands 81,000, and the Eastern region 

41.000. . 1 . In the South-eastern section the net inunigration numbers 

615.000. 

This movement has continued during recent years. 

It may be noted that adjustment between industries and occu- 
pations is facilitated by an expanding population, for changes in 
the proportion of the working population attached to different 
industries and occupations can be brought about mainly by 
diverting the stream of new entrants towards those fields which 
arc expanding, without many svorkers having actually to change 
over from one line to another. This also can be illustrated from 
Great Britain. In 1881 the total occupied population was 
12,739 thousand, of which 1593 tliousand were engaged in 
agriculture. Improvements in transport and in agricultural 
technique made it cheaper for Great Britain to buy more of the 
agricultural produce which she consumed from abroad instead 
of producing it herself. Thus in 1931, out of an occupied popula- 
tion of 21,055 thousand, only 1194 thousand were engaged in 
agriculture. A change from 1250 per 10,000 occupied persons 
•to 567 per 10,000 occupied persons involved an absolute diminu- 
tion of only 399,000 in tlic number engaged in agriculture, otving 
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to the growth of population. Over this period some industries 
expanded greatly. For example, ■ the numbers engaged in the 
manufacture of metals, machinery, etc., increased horn 927 
thousand to 2412 thousand, that is ^m 728 to 1145 per 10,000 
occupied persons. These expansions took place largely by the 
inflow of new entrants to the labour market. A stationary, and 
still more a declining, population hampers adjustment, since this 
must take place mainly by workers leaving one kind of job and 
moving to another. Great Britain has been haivlicapped in this 
%spectaby the recent slowing-down in her rate of population 
growth, and this handicap is likely to increase in the future, as 
her population ceases to expand and begins to decline. 


3. THE MOBILITY OF LAND 

It will be granted that soil can be shifted, that rivers can be 
diverted, that minerals, once ext^cted, can be transported, and 
so on. "But it will probably seem absurd to suggest that land itself 
can be moved from one place to another. 

This is because we measure land by its area. But area, as such, 
is of less importance than productivity, and the productivity of 
a pardcular piece of land can be increased or diminished. 

The term “land” has sometimes been restricted to the inherent 
and indestructible powers of the soil. But there seems little point 
in adopting this definition. In fact much of what is commonly 
called land is man-made, and it is impossible to separate “im- 
provements” due to man from the original land. Most land 
requires a continuous investment of free capital in order to keep 
it suflSciendy free fiom pests, or sufficiently fertilized or drained, 
to maintain its productivity; and as a rule additional inves.t- 
ments will increase its productivity. The confusion between 
the two concepts pf land is well illustrated by the story of 
the landowner who stipulated when leasing his land that the 
tenant should maintain intact the indestructible powers of the 
soil. 

Hence if more free capital than formerly is invested in' 
“improving” the land of one region, and less than formerly in 
“improving” the 'land of another region, the productivity of 
land has been increased in the former region and diminished in 
the latter. 
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But although man can do much, by irrigation and other 
means, to improve the natural resources of a region, he cannot 
give a tropical climate to land in a temperate zone, or transport 
minerals without first extracting them; and the uneven distribu- 
tion of different natural resources over the earl’s surface is a 
» very important fact. We shall discuss its implications when we 
deal with the location of industry. 

Some land is more or less completely “specific.” For instance, 
much land in the North of Europe grows only forests, and the 
soil is not rich enough to make it worth while to elear the forest 
in order to grow crops. Again, much land in the interior of 
Australia receives a rainfall so small and unreliable that it is 
suited only for sparse pastoral cultivation. Most land, however, 
is capable of a considerable range of different uses. There is very 
little land which could not be made to serve as a site for buildings: 
■witness, for example, the Ford factory which rests triumphantly 
on concrete piles above the swamps of Dagenham. There are 
few districts which could not provide some kind of golf'course 
if the demand^for it were great enough. Nearly all “arable’* 
land is capable of growing grass and serving as pasture, and much 
of it could support any of several kinds of animals. Obviously 
the potential uses of any given piece of land are limited by its 
cliqiate and by the nature of its soil, but tvithin these limits 
, most land is far from being completely spedfic.’ But ;ome 
investment of capital is usually required in order to convert 
land from one use to another. Moreover, a considerable 
time may have to elapse before the supply of a given pro- 
due^ can be substantially increased : for example, a rubber 
tree or a coffee bush takes several years before it begins to 
yield. 

A striking example of a change in the use to which land has 
been put is afforded by the transfer from grain-growing to 
stock-raising in the United Kingdom between 1874 and 1914. 
Over this period, the area under wheat fell from 3-8 to i-g 
million acres and that under barley from 2-5 to i -g million acres, 
Vtrhile the area under permanent grass increased from 23-7 to 
27-4 million acres. Under the stimulus of a subsidy, the area 
under beet sugar increased from 4000 acres in 1913 to 404,000 
acres in 1934. Over the same period the area under turnips and 
swedes fell from 1,-4.86,000 acres to 874,000 acres. 
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4- THE MOBILITY OF CAPITAL 

Much .of the capital of a country consists of buildings and 
plant. It is often physically possible to dismantle plant, transport 
it, and set it up again in a different place, but the advantages -of 
a change in location are seldom great enough to outweigh the* 
cost of doing so: and it is very seldom worth while to move 
buildings constructed of brick or stone. Moreover, most- of this 
fixed capital seems to be highly specific. It was designed for a 
paftict^ar purpose and as a' rule the cost of adapting it to a 
different purpose would be too great to make the investment 
worth while. There are, of course, exceptions to this. Thus it is 
claimed that factories making sewing-machines can readily 
produce machine-guns, and that plant designed for motor cars 
or agricultural machinery can often be converted to the manu- 
facture of armaments. But most fixed capital either stays wh^ 
it is and does the kind of work fi>r which it was designed or is 
broken up and sold as scrap. 

Nevertheless, the mobility of capital is considerably greater 
than appears at first sight 

The “purpose” for which a building or plant was designed is 
often wide enough to permit considerable variation in the goods 
or services produced. Thus a building designed as a factory or 
a shop or an office -will often serve equally well for any one of- 
several kinds of factory or shop or office. Many engineering 
works are capable' of produdng a wide range of products and 
can readily produce. more of one kind and less of another. 
Spindles can often be adapted to spin a finer or a coarser«yam 
or even to use a different Idnd of material. 

Many raw materials and other intermediate products are 
used by a number of different industries, so that although the 
plant which produces them may be specific to that use, its 
products are capable of several different uses. For example, a 
blast furnace may produce only pig-iron, but the pig-iron may 
be finally transformed into part of a railway track or of a building 
or a ship or a motor car or 3 , machine. In the same Way the 
services of transport agencies, such as railtvays and lorries, can 
be used for almost any kinds of goods, and it is a simple matter- 
to supply more light, heat, and power to some industries and less 
to others. Thus very considerable changes can take place fairly 
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quickly in the composition of the final output of a comtry whilst 
most of the fixed capital continues to render exactly the’ same 
services or to produce exactly the same goods as before. 

Finally, as time goes on, capital is consumed and need not 
be replaced in the same form. For example, an entrepreneur 
»who wishes to keep his capital intact will set aside some of his 
receipts in order to replace his machinery and other equipment 
when ijt wears out. The money which he sets aside is free capita] 
and be used,to purchase a different type of machinery or a 
completely different kind of plant, if he thinks that course more*" 
profitable. It is true that most buildings and many plants have 
a fairly long “life.” Even so, the distribution of capital between 
industries can be changed considerably if the total amount of 
capital is being increased by new savings (which flow towards, 
those industries where they can be used most profltably) just as 
the distribution of labour between industries is facilitated by an 
expanding population. Moreover, “working capital,” which 
consists largely of stocks of intermediate products, and much 
consumers’ capital, has a fairly short life and can readily be 
replaced by something different after it is consumed. 

S. CONCLUSIONS 

. We have been considering a question of fact, namely, to what 
extent a modem economic system is flexible. Under capitalism, 
changes in economic conditions act upon the price-mechanism 
and provide incentives to entrepreneurs to produce more of 
some goods rather than of others. But this means transferring 
some factors of production to different uses. We have inquired 
how readily such transferences can take place. 

Our general conclusion is that they can take place more easily 
than is often supposed: and this conclusion, for which we 
offered a number of reasons, is borne out by experience. In most 
modern countries some industries have waxed and others waned, 
and quite new industries (such as the motor car industry) have 
sprung up and attained a lai^e size very quickly, vrith little 
disturbance to the economic system as a whole. But there are 
pbstacles to mobility, and it may take some time to overcome 
Aem: in general, the longer the time which has elapsed after a 
change in conditions, the more complete vdll be the adaptation. 



MOBILITY OF FACTORS OF PRODUCTION 203 

We have seen that adjustment is facilitated when poptilation 
and capital aie expanding, and that the most difficult transference 
to effect is often the movement of labour from one district .to 
another. Our discussion, it should be added, has said nothing 
about the trade cycle. A general trade depression usuallyinvoIvcS' 
a marked fall in the demand ibr the products of the constructional* 
industries. Large groups of unemployed may be marooned for 
a considerable time in districts specializing in such indijstries, 
so that problems of transference become particularly important 
and a¥^e same time exceptionally difficult to solve. But we 
must postpone this subject to a later chapter. 



CHAPTER XV 
MONOPOLY 

1. JHE MEANING OF MONOPOLY 
Monopoly is in some sense the opposite of perfect competition. 
It will be convenient to begin our discussion by stating once again 
what is meant by perfect competition. 

An entrepreneur is acting under perfect competition vVhen he 
produces such a small part of the total supply of his commodity 
or service that he cannot perceptibly influence its price by 
expanding or contracting his output. Its price appears to him as 
a fact which he must accept and which he cannot alter. It 
would be futile for him to charge more than the market price, 
since if he did he would sell nothing at all: there arc thousands 
of others to whom buyers could turn instead. It would be foolish 
for him to charge less, since he can sell all he cares to produce 
at the full market price. Therefore he must, and docs, accept 
the .price as he finds it. 

■ Of course the sum-total of the actions of all the producers of 
a particular good does have a powerful influenee on its price. 
If they all produce more, the price is lower; if they all produce 
less, the price is higher. But no one producer can perceptibly 
influence the price — any more than one star more or less on a 
night of stars, one grain of sand more or less in a heap of sand, 
one hair more or less on most heads, makes any perceptible 
difference. 

It is tempting to say that the opposite pole to perfect competi- 
tion is absolute monopoly, and to define an absolute monopolist 
as one who is the sole producer of some commodity. But what is 
a “commodity”? Mr. Blank may be the sole producer of 
Blank’s tea, but his product has to meet the competidon of other 
more or less similar brands of tea. Even if Mr. Blank were the 
sole producer of tea he would still have to face the compeddon 
of cofiee and other subsdtutes for tea. All commodides and 
services arc to some extent rivals in their claims upon the limited 
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puise of the consumer. There is no such thing as an absolute 
monopolist. 

There is, however, a great deal of “imperfect” or “mono- 
polistic” competition. Many firms produce a proportion of tlic 
total output of their commodity large enough for changes in 
their otvn output to have a perceptible effect upon its price: an. 
eSect which iey take into account when considering what size 
of'output tvill be most profitable to them. The device of trade- 
marks enables a firm to differentiate its products from the pro- 
ducts ef its rivals, and to fix its otvn price. Of cotu^e a higher 
price tviU mean lotver sales, but within limits it can charge a 
lugher price tvithout reducing its sales to zero. The reason for 
this is that cotuumers, or at least some consumers, prefer one 
brand to another: they do not regard the different brands as 
perfect substitutes. This explains, too, why one barrister may 
get higher fees than another, why one cinema can charge higher 
prices than another, and so on. Another reason for imperfect 
competition is to be found in costs of transport. A colliery 
company, for example, could charge local consumers higher 
prices than those charged at the pithead by its nearest rival, 
provided that the difference in price (for exactly similar coal) 
did not exceed the cost of transporting coal from the mine of its 
rival to its otvn local consumers. In the same way some con- 
sumers may knotvingly pay a slightly higher price at one shop . 
rather than take the trouble of going to another. 

As a matter of strict logic, every producer is more or less in 
competition with every other, any given producer must be work- 
ing under mtber perfect or imperfect competition, and the ^erm 
monopoly should be either discarded or used as a synonym for 
imperfect competition. Nevertheless, some producers or combin- 
ations of producers, such as Messrs. Coats, the chief producers 
of setving-cotton, tmd the Coffee Institute of Brazil, which 
controk most of the coffee supply of the world, have a much 
greater degree of monopoly than the sellers of one brand of 
butter, or than any particular shop, in that they control the bulk 
of a commodity for which there is no very close substitute. Al- 
though our discussion of monopoly trill apply, for the piost part, 
to imperfect competition in general, we shall have in mind 
mainly monopolists of the former type, who enjoy a monopoly 
in the popular sense of the term. 
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2. MONOPOLY PRICE 

Let us consider a monopolist wh6 is the sole producer of some 
commodity and who wishes to maximize his “profits” in the 
sense of the money return from those factors of production, 
assumed to remain fixed in amount, which he himself owns and 
uses in his business. He can either fix whatever price he pleases 
or sell whatever amount (say, per week) he pleases; but he 
cannot sell as npich as he likes at whatever price he likes. He 
will sell more at a lower price than at a higher priq^. The 
amount which he can sell at any given price depends upon the 
conditions of demand for his product, and these he cannot 
influence: he must accept them as a given fact.^ They will be 
affected, of course, by the prices and suitability of the various 
substitutes for his commodity to jvhich consumers can turn: in 
general, the demand for his product will be more elasdc, around 
a given price, if fairly close substitutes are available at about 
that price than if they are not. 

Hence it is a matter of indifierence whether we ask what 
price he will find most profitable or what output he tvill find 
most profitable, for the amount which he can sell at any 
given price is determined for him by the conditions of demand. 
The answer to our question was given in Chapter XIII. 

. His most profitable output tvill be that at which his marginal 
costs and his marginal revenue (or marginal receipts) are 
equal. The rest of this section is merely an expansion of that 
statement. 

If he has no costs, his most profitable output will clearly be 
that which (supposing it all to be sold) maximizes his total 
receipts. After a point, further increases in his output must 
diminish his total receipts. If consumers spend more money 
upon his commodity, they have less to spend upon other thin^, 
so that there must be some (weekly) sum of money which is the 
utmost that he can obtain from consumers. A typical curve 

^ Many producers can and do raise the demand schedule for their products 
by such means as advertising. This fact makes no fundamental difference to 
our reasoning and vre have therefore omitted it from the text We can assiune 
that our monopolist has calculated the most profitable expenditure on selling 
costs for any given output, and that the “demand curve" which he consideis 
as a datum shoivs the sales which he expects to make at any given price if he 
spends whatever sum is most profitable on selling costs, and that his "cost 
curve” includes selling costa. 
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shov^g how total receipts vary with output (or sales) will rise 
to a maximum and then ^dectine. Beibre this maxiinum is 
reached, the elasticity of demand is greater than luiity; after it 
is reached, it is less than unity; and around the maxiihmn it is 
equal to unity (for since the curve is neither rising nor falling 
it must be horizontal).*- The marginal costs of the monopolist* 
are zero, and therefore his most profitable output is that at which 
his marginal revenue is also zero — a slight increase in his ouqjut 
neither increasing nor diminishing his total reeeipts, ^ce they 
are at% maximum. 

Suppose now that a monopolist has costs. His marginal costs 
may be rising or falling or constant, but it is certain that his 
total costs -will be greater for any given output than for "any 
smaller output.^ This means that his marginal costs tvill always 
be positive, and therefore his most profitable output wiU be one 
at which his marginal revenue is positive; it must therefore be 
smaller than it would be if he had no costs, since in that case, 
as we have seen, his mar^al revenue would be zero. And even 
if bis marginal costs are falling, there must be some point beyond 
which his marginal revenue would be less than his marginal 
costs, and beyond which, therefore, it would not pay him to 
expand his output. ^ 

The folio-wing table, in which the figures are of course hypo- 
thetical, shows part of the cost schedule of a monopolist and the- 
corresponding part of the demand schedule for his product. 
We suppose that he would vary his output by 1000 units at a 
time and that his marginal costs are constant’ at r 6,000 shillings 
per tooo units. His profits are 'maximized at a (weekly) ovtput 
of 14,000 units, since at this output his marginal costs and his 
marginal receipts are as nearly equal as possible. If he increases - 
his output to 15,000 units, he would' increase his total costs by 
16,000 shillings and his total receipts by only 13,000 shillings, 
thereby reducing his profits. If he reduced his output to 13,000 
units, he would reduce his total costs by r6,ooo shillings and his 

1 See Qiapter III, section 6. 

* He may be able, say, to produce xooo units a tveek with the aid of special- 
ized machinery at a lower total cost than too units per week by more primitive 
methods. But, if so, his cheapest method of producing too units per week is to 
use specialized matdiinery, even if this involves destroying the greater part of 
his output; and in fact it will always cost him less to produce a smaller amount. 

* We assume a fixed charge of 300,000 shillings (per week) for equipment. 
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total receipts by 17,000 sliillmgs, so that this course also would 
dimiiiish his profits. 


Output 
per Week 

Price per 
Unit 

Total 

Revenue 

Marginal 

Revenue 

Total 

Costs 

^larginal 

Costs 

FroBts 


s. 

s. 

s. 

s. 

s. 

s. 

io>ooo 

50 

500,000 

— 

460,000 

— 

40,000 

ll,OCO 

4B 

538,000 

sB,ooo 

476,000 

16,000 

52,000 

13,000 

47 >• 

564,000 

26,000 

492,000 

16,000 

72,000 

13,000 

45 

585,000 

si,ooo 

f^oS.ooo 

16,000 

^7i000 

14,000 

43 

602,000 

17,000 

224.000 

16,000 

78,000 

15,000 

4 * 

61^,000 

13,000 

240.000 

16,000 

75,000 

16,000 

39 

634,000 

9»ooo 

556,000 

16,000 

6^000 

17,000 

37 

630 , 1)00 

5»t^o 

572,000 

16,000 

57,000 

18,000 

35 

620.000 

1,000 

588,000 

16,000 

42,000 

19,000 

33 

637,000 

— 3»t>oo 

604,000 

16,000 

23,000 


Fig. ao shows the situation by means of a diagram. Quantifies 
of output are measured along the horizontal axis and total 
receipts and total costs up the vertical axis. The curve labelled 
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TR shotvs file total receipts obtained from the corresponding 
quantity of output It rises to a maximum at M and then 
declines. That labelled TC shows the total cost of each amount 
of output. We make it begin above 0 because w assume a 
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certain fixed charge for equipment. It has a constant slope, 
showing constant marginal costs. If marginal costs were falling, 
it would tend to flatten fi-om left to rights and if they were rising, 
it would tend to do the opposite. The object of the monopolist 
is to maximize the difference AB between hiS total receipts AQ^ 
and his total costs BQ,. He achieves this object by producing 
(and selling) that amount OQ,at which bis mar^nal receipts and ' 
his marginal costs are equal, at which, that is to say, the slope of 
TR is the same as the slope of TC.^ • 

, The^rice per unit is not shown directly. Thfe price per unit 
of any output OQ, is the total receipts Q/l divided by the 
output OQ^. 


3. DISCRIMINATING MONOPOLY 

Hitherto we have supposed diat a monopolist is obliged to sell 
all his output at a uniform price per unit. He may be able, 
however, to divide his sales among a number of different 
“markets” and to charge a different price ki each market. This 
is known as “discriminatiou.” 

Let us give a few examples. A doctor may charge a rich 
patient more than a poor one for an exactly similar operation. 
An electricity company may charge more for current used for 
lighting than ^r current used for power. A railway company 
may charge more per ton-mile for carrying copper than "for 
carrying coal. A monopolist may “dump” goods abroad at a 
lower price than he charges for them in his home m^ket. 

■All the units sold at one price are said to be sold in one “mar- 
ket,” so that a discriminating monopolist has as many markets 
as he charges different prices. The same person rriay of course 
purchase from the monopolist in two or more different markets, 
as when a man sends two or more different commodities, charged 
at different rates per ton-mile, by the same railway company. 

Discriminating monopoly is possible only if the goods or 
services sold in the cheaper market (that is, at a lower price) 
carmot readily be transferred to the dearer market. Thus it 
would hardly be possible for a firm to charge higher prices to 
well-dressed customers. For well-dressed persons would then 
either dress badly in order to make purchases or send their badly- 
dressed servants or fiiends to buy on their behalf. But a man 
^ Tliat is, TR at -the point A is parallel to TC at the point B. 

s— (B.ag3) 
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cannot readily disguise his identity when he visits a doctor; 
copper cannot be transformed into coal while it travels by rail; 
the use of separate meters preveiTcs electric current charged as 
being used for power from being used for lighting; and the price 
of goods sold abroad can be lower than the home price by the 
cost of transport both ways — if die difference is greater, foreign 
buyers can mahe a profit by reselling, at a price just below the 
home price, in the home market. 

If h monopolist can divide his sales among a number of markets, 
between which "^the conditions of demand are different^ he trill 
make greater profits by chaiging a different price in each 
market. He will maximize his profits by charging such prices 
that his mar^al costs (for his total output) are equal to the 
marginal receipts in each separate market. For if he does this, 
he will gain neither by increaring nor by decreasing his output 
nor yet by transferring some sales from one market to another. 

A simple illustration may be useful. Suppose that a mono- 
polist has the same dost schedule as that shown in our table, and 
can vary his output by looo units at a time, his marginal costs 
(for a further looo units) being always 16,000 shillings. Suppose 
that he has two markets. In one, the demand schedule b as 
shotvn in our table. In this market, therefore, he will sell 14,000 
units at a price of 43 shillings per unit, his mar^al revenue 
(fiim the fourteenth thousand) being 17,000 shillings. In the 
other market, suppose that the relevant part of the demand 
schedule is as follorvs — 


Quantity 

Price per 
- Unif 

Total 

Revenue 

Marginal 

Re^'cnue 


a. 

s. 

8. 

tooo 

40 

40,000 

— 

2000 

30 

60,000 

20,000 

3000 

s6 

78,000 

1 1 6,000 

4000 

21 

84,000 

1 6,000 


In this market he will charge a6 shillings, his marginal revenue 
(from the third thousand) being 18,000 shillings. His total 
output, therefore, will be 17,000 and his total profits 602,000 plus 
78,000 minus 572,000 = 108,000 shillings — these being the maxi- 
mum total profits which he can obtain imder the given conditions. 
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It should be .noted' that discrimination is profitable only if 
elasticity of demand is different in the various markets. There 
are doubtless many monopolists who could discriminate if they 
chose but who, because this condition is absent, do not find this 
course profitable. 

As between two (or more) markets, the most profitable price 
will be lower in the market where the elasticity of demand is 
greater. The possibility of dumping on a foreign market 
vrill raise the home price if marginal costs ^ rising, lower 
iT if th^y are foiling, and leave it unaltered if (as in the above 
example) they are constant.^ 

4. THE FOUNDATIONS OF MONOPOLY POWER 

Even a monopolist is subject to the so'vcreignty of the con- 
sumer. He cannot make consumers buy more of his product, 
at any given price, than they choose to buy. His monopoly 
power rests on his control over the. supply of his product. It 
enables him to produce, and sell, whatever quantity will max- 
imize his profits, given the conditions of demand. 

If his commodity ■were produced under perfect competition, 
the quantity produced would be such that the price of the 
commodity equalled the marginal cost of producing it of every 
firm engaged in that industry, and no factors of production wduld 
be able to raise the value of thrir contribution to output, and ' 
earn more, by moving into that industry. But his monopoly 
power enables him to restrict the supply of his commodity, so 
that its price exceeds his marginal cost of production. A number 
of producers, working under perfect competition, might ^ush 
their total output well beyond the point at which the elasticity 
of demand became less than unity. In such a case they would 
clearly gain if they could combine to form a monopoly and 
restrict their total output and thereby increase their total 
receipts. A monopolist, as we have seen, will always produce — 
if he has costs — an output smaller than that which would maxim- 
ize his total receipts, for he wishes to maximize his total receipts 
minus his total costs. Thus the elasticity of demand for a mono- 
polized product win always be greater than unity for the output 
actually produced j but the opportunities for gain by converting 
^ See NOTE at the cad of this 'chapter. 
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an industry into a monopoly arc particularly great when the 
demand for the output which would be produced under competi- 
tion is relatively inelastic. In t?rms of our diagram, tlicy are 
particularly great when the competitive output would expand 
beyond the maximum point M on the Total Revenue curve into 
the region of relatively inelastic demand. 

Thus the key to the success of a monopoly is restriction of 
output. This keeps up the price of the commodity and enables 
the factors owned by the monopolist to earn more than they 
could earn elsewhere. But this means that owners of similar 
factors (or of free capital, which could be used to hir^similar 
factors at their market price — which of course would equal their 
earnings outside the monopolized industry) could get a bigger 
income by moving their factors into tlie monopolized industry. 
If they did so, however, more of that commodity tvould be pro- 
duced, its price would fall, and the erstwhile monopolist would 
cam no more from his factors tlian they could cam elsewhere: 
his monopoly would collapse. It follows that a monopoly can be 
maintained only if would-be nctv entrants can be kept out. The 
circumstances which prevent or deter newcomers, and thus 
enable output to be restricted, arc the foundations upon which 
the power of a monopoly is based. We can classify such circum- 
stances into three main groups. 

in the first place, a monopoly may be based upon its ownership 
of all or most of the supply of something essential to the produc- 
tion of the monopolized product. Tliis something may be a.raw 
material — ^for example, the International Nickel Corporation of 
Canada orvns most of the knotvn deposits of nickel in the world; 
or ibmay be a secret process ; or, as in tire case of Charlie Chaplin, 
it may be a unique personality. Under tins heading fall local 
monopolies such as that possessed by a firm which owns tlie sole 
deposit of coal in a given district. 

In the second place, a monopoly may be based on tlie possession 
of an exclusive legal privilege. Hius most States, in order to 
encourage invention, grant patent rights which give their 
possessors the sole right, for a term of years, to make use of some 
new process or invention which they have discovered or purchased 
from the inventor. Again, in most countries a firm can difibren- 
tiate a commodity wUch it produces from otlier similar commo- 
dities by labelling it jviih a trade-mark which other firms are 
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forbidden by law to copy. Or the State may simply confer a 
legal monopoly in some field upon itself (for example, the French 
Government has given itself the monopoly of tobacco manu- 
facture in France) or upon some firm (for example, the British 
Broadcasting Corporation) or upon existing producers (for 
example, hop-growers in Great Britain are protected by law 
fiom the entry of new producers into their industry). * 

- Clearly, most monopolies resting upon legal privilege ivill have 
a monopoly only wthin the territory of their ^ate, but \vithin 
tllat territory they may be protected from the competition of 
imports by import duties or prohibitions. In general, a protective 
taiifi', by sheltering firms tvithin the protected area from the 
competition of imports, facilitates the formation and maintenance 
of monopolies inside the tariff tvall. 

In the third place, the most profitable method of production 
in some industries may require expensive and specialized plant 
and equipment. Hence the number of firms will be relatively 
small, and this will facilitate combination among them in order 
to exercise a monopolistic control over the supply of their 
products. This is the case, for example, in most branches of the 
iron and steel industry. This same circumstance may deter new 
firms, in the short run, from entering the industry. For fixed 
costs are high both absolutely and relatively to variable costs. 
A capitalist will hesitate before investing a large amount of 
capital in a highly specific form. Existing firms may be making 
monopoly profits, but the entry of anotlicr firm might increase 
output so much that the profits of all might be reduced below 
the competitive level — just as one shop in a small village ma^ do 
well whereas ttvo would both do badly. If the plant will last a 
long time, the capitalist ssfll need to feel confident of making 
profits in the more distant as well as in the immediate future 
before he decides to erect it. Thus existing firms may for some 
time enjoy a monopoly based essentially upon the indivisibility 
of the plant and equipment needed in the industry. But they 
have no means of preventing new firms from entering, and hence 
a period of considerable prosperity is likely to tempt in new 
producers, tlius enlarging ^e “capacity" of the industry. Since 
industries of this type, apart from public utilities, are mainly 
constructional industries, the demand for their products fluctu- 
ates considerably as between trade booms and trade depressions. 
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New firms tend to enter during a boom, and, when a depression 
follows, the industry finds itself with an enlarged capacity to 
produce but facing a diminished demand. Hence such industries 
tend to make monopoly profits in times of boom but to fare wrsc 
than most industries in times of depression. 

The supply of transport by rail and tram, of telephonic com- 
munication, and of water, gas, and electricity, requires expensive 
specific fixed capital, including rails or wires or pipes by means 
of wllich the scryicc is supplied to consumers. Tliis tends to make 
such industries local monopolies and enables them to- charge 
discriminating prices. For these reasons they arc usually classed 
as “public utilities” by the State, which cither owns them or 
controls their prices or profits. 

These three headings cover most, although not all, of the 
circumstances which give rise to monopolies. 


S. COMBINATIONS OF PRODUCERS 
A single firm may control all or most of the output of a com- 
modity or service, cither throughout the world (as De Beers 
controlled diamonds) or within one area (as with Imperial 
Chemical Industries). Such a firm comes into existence, as a rule, 
by means of amalgamations. The leading firms of an industry 
combine together, sinking their indh'idual identities, or one firm 
absorbs the otliers. The firm which finally emerges as the result of 
these amalgamations is sometimes called a “trust.” 

But a monopoly m.ay consist of a combination of firms, retain- 
ing their separate identities, and uniting only for the purpose of 
pursuing a common monopolistic policy in their joint interests. 

This common policy m.iy consbt only in fi-xing minimum prices 
which they all agree to charge. But, if this is nil, the combination 
is not likely to hold togetlier for long. If the distribution of orden 
among the firms is left entirely to consumers, some firms will 
receive what they consider an unduly low proportion. Tliey will 
then be tempted to increase their sales by charging a lower price 
— cither covertly, through such devices as secret rcbatc.s, or 
openly, by leaving the combination. Hence a combination is 
likely to keep together only if its members .agree at the outset 
upon the proportion-of total s.alcs which each is to receive. They 
may agree also, in order to secure as far as possible that none of 
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them cvndcs the ni;rccmcnt by ninking undisclosed sales, or by 
selling Ijclow tlic nijrced prices, thm all sales must be made 
through a central selling agency, set up by tJic combination to 
receive all orders and all payments. ^Iorcove^, tbe cidstcncc of 
large un-soUl stocks leads buyers to believe that prices must fall 
in the future, and therefore to restrict their purchases. In order 
to avoid this danger, a combination may restrict the total output 
of its mcinlirrs, dedding — in accordanri: with its estimate of 
future dcm.and — what the total output must he oyer the following 
iflontli^r quarter or ye.ar. Tltis total output is then divided 
among the different firms, cacli receiving rvhatcvcr ‘‘quota” (or 
proportion) was agrccti ujKin when the combination w.as formed. 

Even tvhen existing producers, -considered as a group, can 
tn.ake considerably greater profits by combining to restrict their 
otitput, negotiations to create a combination may well break 
down. The divergent cl.aiins ofdifierrnt finns must be reconciled. 
Einns which have prixluccd a relatively large .sliare of the total 
output in the p.ast will demand the same share in the futtirc. 
Einns which arc expanding —owing, for example, to an unusually 
cnicirnt management — will demand a larger share th.an they 
obtained in the p:isi. Eirms with a (preater "capacity" for pro- 
cltidng, as measured by the size of their fixed asscLs, sudi .as 
plant, svill demand a corre.spondim;ly greater sh.arc. As a rule, 
it ss'ill ]>e {ro'sihlc to reconcile conllictiiig claims and to crc.atc a 
combination ba'cd on voluntary agreement only when tl^ 
mimlrrr of firms in the industr)- Ls fairly small. This is likely to 
l>e the case if there arc technical .-idvantagcs in large plants, .as 
in the irosi and steel industry, or if the supply of some essential 
niw material is confined to a few localities, as with pot.asli or 
quinine, or if. secret proce-vses arc u.'cd, .as svith dycstufls and other 
chemical products. If the nuinlier of producers is large, it will 
be vers" tliniciili to organire them for rnonopolLstic action unless 
some me.'isurn of govcmmcnt.al compulsion is employed. Most 
of the restriction rrhemes which h.as-c been applied to various 
raw mate rials, especially during recent years, have been organized 
and enforced by the State, .acting in the interests of the numerous 
separate protluccrs. Tlius the restriction of coal output in Great 
Uritain rests upon the Act of 1930, the output of rubber in M.al.ay.a 
and Ceylon w.as restricted (from iqss to tpzO) by an c.xport tax 
on rubber, the restriction of cotton ouijnit in the United States 
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is enforced by the Government, the Coffee Institute which controk 
the supply of Brazilian coffee is a Government agency, and indeed 
there is scarcely any such scheme,” involving a large number of 
producers, which is not based upon legal compulsion. 

The successful maintenance of a combination, once it is formed, 

. is threatened both from svithin and from without. Conditions 
will change as time goes on, and tvill make it difficult for the 
combination to retain the adherence or “loyalty” of some of its 
members. Som^ firms will find that consumers demand more of 
their particular products than before and svill resent ha’.dng & 
pass on orders (in excess of their quota) to be c.\ccutcd by other 
members of the combination. Again, some firms will outstrip 
others in taking advantage of the progress of technical knowledge, 
and will conclude that they have more to gain by expanding 
their sales at lower prices than by continuing their membership 
of the combination. If tlic demand for the products of the 
industry falls considerably, the proportion of “unused capadt)’” 
will increase, and tlvis will strengthen tlic desire of some firms to 
break away and make fuller use of their plants, thus increasing 
their receipts, by selling at lower prices. Hence cartels and other 
combinations which do not rest on Government support tend to 
break up after a rclativdy short time and to be revived only if 
there is a readjustment of quotas among tlic previous members. 
Such a reorganization, to be successful, must indude ako 
il^portant “outsiders” who arose or expanded during the life of 
the scheme. This brings us to our second point: the danger from 
without. 

Producers outside the combination arc in a fortunate position. 
They can take advantage of the monopoly prices due to restric- 
tion of output by the combination whilst they themsdves can 
-produce as much as they please. The greater tlic success of the 
combination in raising prices, or in maintaining them despite 
falling costs, the greater is the inducement to new firms to enter 
the industry and to c.'dsting “outside" producers to axpand their 
output. But as such outside output increases, the combination 
has to restrict its own output correspondingly more in order to 
maintain tlic prevailing prices (unless demand also happens to 
increase) and after a point the burden will become too hcav>’ for 
it to bear. Either it will break up or tlicrc will be a reorganization 
and most of the outside producers (faced ivitli the alternative of 
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a collapse of prices) will join the combination in order that it 
may survive. 

Many schemes for restricting output, 'Whether supported by 
particular Governments or not, have broken upon this rock. 
For example, the Chadboume Agreement to restrict sugar pro- 
duction, negotiated in iggt, covered production in Germany,^ 
Belgium, Hungary, Poland, Czechoslovakia, Yugoslavia, Cuba, 
Mexico, Peru, and Java. This area produced nearly half the 
world’s sugar in igag-go but in 1934-35 it produced lesS than 
50 pe&cent of the total output. The Agreement expired in iggg 
and was not renewed. In the same way the Rubber Restriction 
Scheme led to a great'growth of production in the Netherlands 
East Indies, which were outside .the Scheme, and this compelled 
the Scheme to be abandoned in 1928. (The new Agreement of 
1934 includes the Netherlands East Indies and nearly all other 
important producing areas.) 

The United States Government still pays farmers not to grow 
cotton, but the present which it thereby makes to outside pro- 
ducers (in Brazil and elsewhere) is becoming quite expensive. 
In 1929-30 America produced 3-2 million metric tons of cotton, 
and other countries 2-5 million; in 1934-35 corresponding 
figures were 2-i million and 3*0 million. 

Thus a combination can succeed in maintaining prices, for 
any considerable period, only if it can both maintain loyalty 
among its members and prevent any marked expanrion of outside 
production or if, alternatively, the Government or Governments 
supporting it are prepared to shoulder the losses due to the 
growth of outside output (or to pass them on to home consumers). 


6. ECONOMIC EFFECTS OF MONOPOLY 
A full discussion of the economic effects of monopoly would 
occupy far more space than we can spare. On this topic, there- 
fore, we shall restrict our own output — ^without, however, feeling 
very confident that this will make our words more valuable. 

Let us first narrow the issue. Suppose that the production of 
some commodity, for which there is no very close substitute, is 
controlled by. one firm, or by a combination of firms, acting 
as a monopolist. Our problem is to show in what respects the 
rituation is different fi-om what it would be.if the commodity 
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were produced by a large number of firms competing tsith one 
another. 

We must begin by painting out that in some cases this problem 
may not be a real one. The economies to be g^ed by supplying 
the whole market fi’om a single “plant” may be so great that 
monopoly is inevitable. It is often claimed that public utilities 
are of this nature, so that if several firms competed tvith one 
another in supplying a district ivith, say, gas, the tvaste from 
dupliOhtion of plant and pipes would soon lead the difierent 
firms to combine, or one of them to oust or absorb thejithersr 
In such a case, the price charged by a ^vate monopolist might 
conceivably be lower than it could be if thife supply were provided 
by a number of competing firms; nevertheless it would be higher 
than his marginal cost. The question of whether the State should 
control such “inevitable” monopolies — in order to ensure, for 
example, that they expand their output up to the point at which 
new fine capital invested in them would yield no more than 
elsewhere — ^is a difficult and controversial one into which we thall 
not enter. The remainder of this section leaves such cases on 
one side. 

It is commonly believed that monopoly makes the distribution 
of wealth more uneven. In fact it is not always true that the 
monopolist is richer them the consumers whom be exploits. For 
example, the many small cotton-growers in the United. States 
are poorer than most consumers of their cotton. 

Monopoly may retard the application of inventions which 
require a new type of capital equipment. Suppose that one firm 
is the sole producer of a commodity, and that it is confronted rsith 
such Sn invention. It will scrap its existing equipment and replace 
it with the new type only if the cost of working the latter plus 
interest and amortisation upon its purchase price is less than the 
cost of working the existing equipment. It install equipment 
of the new type ade by side with the old only if the profits firom 
the former exceed the reduction in profits upon the latter due to 
the increased output and consequent fell in price of its com- 
modity. If this is not the case, it will take no action, thus with- 
holding from consumers the benefits of the more efficient method, 
until some of its existing equipment wears out. But if there is no 
monopoly, it tvill be profitable for new firms to enter the industry 
and install the new type of equipment, for they tvillnot be deterred 
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by the fact that a lower price to consumers will reduce the earn- 
ings (or quasi-rent) of existing equipment belonging to their rivals. 

There are a number of other possible efiects of monopoly, but 
we shall discuss only those arising from the .fact that a monopoly 
restricts output. 

Methods of restricting output may be grouped under threq 
heads. In the first place, some output already produced may 
be destroyed. Thus between 1931 and the end of 1934 the Gofiee 
Institute of Brazil destroyed over a million tons of low-grade 
Voffee>' This is obviously a costly way of restricting supply, jand a 
monopoly resorts to it only when no cheaper way is practicable. 
In the second place, a monopoly may leave some of its productive 
resources idle. Some rubber trees are not tapped, some land 
suitable for growing, say, cotton or sugar is kept out of cultit^a- 
tion, some plant and equipment is not worked. Under competi- 
tion, if resources could earn anything at all they would be 
worked, but under monopoly they may be left idle or worked 
below capacity (and hence co-operating factors may be yielding 
constant or increasing returns) because their output would 
reduce the price of the product and diminish the profits of the 
monopoly. In the third place, there may be no visible “waste” 
— ^no proactive resources being left idle and all the output being 
sold — but free capital and enterprise are prevented from entering 
the monopolized industry, although they can earn more there 
than elsewhere. The monopolist himself refrains from enlarging 
his productive resources. He employs only sufficient resources 
to produce whatever output ma^mizes his profits, and this is less 
than the output which 'tyould be produced under competition. 

Monopolistic restriction of output has various efiects.'* The 
demand for factors of production in the monopolized industry is 
less than it would otherwise be and this tends to reduce the price 
of any factor which finds one of its chief markets in that industry. 
Thus the monopoly in the iron and steel industry is a disadvantage 
to owners of mines which produce coking coal. A common effect 
of cartel agreements is to call "surplus capacity” into existence. 
Firms increase their plant in order to claim a larger quota vvhen 
the cartel is reorganized. Again, when the monopoly is a 
combination of producers, the more efiScient sources of supply 
often produce less, relatively to other sources, than they would 
produce under competition. Thus the British Goal Mines 
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Scheme in effect gives each mine about the same share of ihe 
total output that it had in 1928. It_is certain that considerably 
fewer miners would have been required to produce the toti 
output actually produced in, say, 1937 if more of that total had 
been produced in districts (and mines) which have increased 
their efficiency, relatively to others, since 1928. The World 
Economic Survey for 1934-5 observes (pages 96-7): “it is a 
curious fact that the method most generally adopted to restore 
a semblance of ocder in the markets for basic foodstuffs and raw 
materials has been to reduce output in the most efficient and'least' 
expensive areas of production.” 

At all events, monopolistic restriction of output must mean 
that the assortment of goods and services produced is not the 
assortment which consumers want most. The barriers of mono- 
poly prevent available factors of production from being distri- 
buted among different uses in complete accordance with the 
preferences of consumers. Even if no goods are destroyed and no 
factors left idle by the monopolists, and even if all factors debarred 
from entering the monopolized preserves find employment 
elsewhere, this remains true. Some factors of production could 
raise the value of their marginal products by en|pring the 
moiiopolized fields, and this means that consumers would prefer - 
what these fectors could produce inside those fields to what they 
are produdng outside them. In this respect, therefore, monopoly 
limits the sovereignty of the consumer. 

We must not exaggerate the power of monopolies in the 
modem world. Some monopolies are operated, or closely con- 
trolled, by the State (although, on the other hand, modem 
States create or support a number of monopolies). Others do 
not try to maximize their profits because they fear that if they 
raise prices too much the State will intervene, or consumers will 
boycott their products, or inventive effort will be directed 
towards finding new substitutes for their products. Again, a 
combination of producers, as we have seen, is difficult to form 
and still more difficult, to keep in being. Finally, every mono- 
polist is limited by the conditions of demand for his product; 
these reflect the prices of substitutes, and there are few products 
for which some fairly close substitute is not available. Owing to 
these various limitations.upon the scope of monopoly power, the 
extent to which, it acts as a check upon the sovereignty of the 
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consumer is smaller than appears at first sight. Nevertheless, the' 
check is real and important. Monopolies often give rise to 
“excess capacity” and occasionally lead to the destruction of 
valuable products. They sometimes hold up the applicadbn of 
inventions and improved methods. They often increase the 
inequality of wealth. They make the assortment of goods and 
services actually produced difierent fit>m what it would be undef 
perfect competition. Thus the tendency of the price-mechanism 
to harmonize the interests of entrepreneurs and consumers is 
^weakened and distorted, to a greater or less extent, by the 
exisfence of monopoly in the wide sense of imperfect compeddon. 

NOTE 

I . 'When the demand curve is a straight line, the marginal 
revenue curve tvill be a straight line also and will bisect a per- 
pendicular firom any point on the demand curve to the T axis. 



The demand curve is and the marginal revenue curve is 
AM. An output of OQ, is sold at a price QP. Total revenue 
(or consumers’ outiay) is measured by the rectangle BPQP 
(price QP x quantity sold OQ,). It is also measured by the area 
ARQP “under” the marginal revenue curve (for AM shotvs the 
additions made to total revenue by successive mdts of output). 

Therefore these two areas are equal to one another. Sub- 
tracting the area BCRQP, which is common to both, the tritmgles 
ABC and CPR are equal in area and as /..S = zP='a right 
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angle, and the opposite angles at C are equal, the triangles are 
equal in all respects. 

Therefore SC = CF 

(If the demand curve is not a straight line we can find the 
marginal revenue QR corresponding to any price P by dratving 
a tangent AD to the demand curve at P and proceeding as 
above.) qq 

2. The elasticity of the demand curve at P is (as we shotved 

in our 'note on page 50). 

DS — QP — price. 

BA = PR (see above) = QP minus QR 
— price minus marg^al revenue. 



Fig. 22 


Therefore elasticity of demand («) = — r 


price 


price — marginal revenue 
price = marginal revenue X 


or 


marginal revenue = 


e- I 

price X — 


Thus, for example, if price is 6d. and elasticity of demand is 2, 

. ( 2—1 
marginal revenue tvill be 3d.. ( 6d. X 

3. Suppose that a monopolist can discriminate between two 
markets, and wishes to maximize his profits. 

We saw (p. 2 10) that he must equate his marginal cost (for 
his totai output) ivith his mar^al revenue in each market. 

He will sell O-SLi ^ price of Q-iP^ hi the first market and 
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OaQ,a a price of in the seccShd market. His marginal 
cost for his whole output [OxQ,^ + is OjCj (= O^C^) and 

this equals his marginal revenue ((2,iUi) in the first market and 
also (^2^) in the second market. 

■ The price in the first market is higher than in the second because 
the elasticity of demand is less in the first market than in the seconi^. 

4. How can we find the output OQ, (Oi!ii+ at which 

these conditions will be fulfilled if the marginal cost curve is not 
horizontal, but rising? By drawing the margmal cost curve and 
•seeiag where it cuts AR. AR is obtained by “adding together” 



the two marginal revenue curves. At a marginal revenue of 
so much, how great -would be total sales? The answer to such 
questions gives us the curve AR. 

With an output OQ,, the marginal cost OC will equal the 
marginal revenue QJi in each market. 

In the above diagram the marginal cost curve OR is risii^. 
The output OQ,is greater than the output which would be 
the most profitable if only the first market were available. 
'Hence sales to the second market means that &e margmal cost 
(and hence the margmal revenue, and the price) is higher in 
the first market than if that were fire only one. 

If, however,' the marginal cost curve were falling the opposite 
would be true. (“ Dumping” may make possible ecohotrura of 
scale and so reduce the price in the home market.) 



CHAPTER XVI 

THE THEORY OF COSTS 

I. SOME GENERALIZATIONS 

The reader, especially if he is a student, would naturally like a 
clear-cut theory <ff the relations between output, costs, and the#- 
price of the product. The present section attempts to meet his 
tvishes. It brings together a number, of “theoretical” pro- 
positions, relating, for the most part, to the firm. Some of them 
are merely definitions. Some have been discussed in previous 
chapters, others are explained in the following se.ctions of the 
present chapter, and others are not discussed at all fully until 
later in the book. 

We begin with four propositions which tve have explained 
already. 

1. A firm tvill try to maximize its profits. 

2. It tvill try, &ercfore, to produce that output at which 
marginal cost equals marginal revenue. 

3. Under perfect competition, miarginal revenue is equal to 
price; 

' 4. Under imperfect competition, marginal revenue is less than 
price. 

The exact relation between marginal revenue and price was 
explained in the Note at the end of the preceding chapter. 
Perhaps we should add — 

5. Marginal cost is the addition to variable cost associated 
with a small increase in output. 

The total cost of producing an output 0 is the fixed costs P 
plus the variable costs V. The total cost of producing an output 
one rrrrit grrater (0 - 1 - r) is F -[- (F -f m.c.). The fixed costs are 
so called because they do not vary -with output. However great 
or small they are, the cost of producing the extra unit is simply 
the addition — m.c . — ^to the variable costs. 

Next come two important propositions which state the con- 
ditions necessary for the firm to have a determinate output — 
instead of having an incentive to expand (or contract) its output. 


SZ4 
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6. Under perfect competition, marginal cost must be in- 
creasing. 

7. Under imperfect competition, marginal cost may be in- 
creasing, constant, or decreasing; but, sooner or later, greater 
output must make marginal revenue less than marginal cost. 

Diagramraatically — 




Fic. 24 

The marginal revenue curve must cut the marginal cost 
curve “ from above” in order to give an excess of total receipts 
over total variable costs. This excess is the shaded area. It 
represents the sum available for fixed costs, including profits. 

Next, tve should perhaps state why marginal cost may be 
increasing or decreasing. 

8. Marginal cost may increase because of dinunishing returns 
or (under imperfect competition) because the expansion of the 
firm’s demand for factors raises tlieir prices. 
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9. Marginal cost may decrease because of increasing returns 
or (under imperfect competition) ^because the expansion of the 
firm’s demand for factors reduces their prices. 

10. The expansion of an industry may raise or lower the 
marginal cost of a firm. 

These propositions, as they stand, arc cryptic. They arc 
explained, and Internal and External Economies and Dis- 
ecoppmies are briefly discussed, later in this chapter. 

Finally, come some propositions about the “fixed” or “over- 
head” costs. '■ 

1 1. The distinction between fixed and variable costs is a short- 
period distinction. 

This was es^lained in Chapter XIII, section 3, and is dis- 
cussed again later, notably in Chapter XIX, section 4. The 
longer the period, the greater the proportion of total costs which 
ceases to be fixed. For example, machinery wears out and must 
be replaced if output is to continue. But in the short run prac- 
tically all the costs of the plant and equipment, of management 
and the office staff, and of advertising, arc “fixed.” The only 
variable costs are the costs of current labour and materials. 
The other costs are the same whether output is great or small.* 
But they are not necessarily “paid-out.” Some of them may 
represent the return obtained by “the entrepreneur” (for 
example, by the .ordinary shareholders) on his own capital or 
his own efforts. We may add, therefore, a definition — 

12. Fixed costs are all costs which do not vary with output. 
They include the costs of the factors owned by the'.entreprencur, 
mq^ured by what those factors could earn elsewhere, as well as 
the “paid-out” fixed costs. 

The phrase “fixed costs” perhaps conveys the suggestion 
that these costs must be covered. This is not true. In the short 
run, a firm may continue to produce although the entrepreneur 
is earning very little on hb capital or fi'om his own efforts. 
Hence — 

13. A firm wifi usually continue to produce, for a time, if its 
prime costs are covered. 

* This statement could .be modified at some length. For example, “short- 
period repairs'," the extra wcar-and-tear of machinery caused by working it 
harder or -working it at all, transport costs (if these arc paid by the firm) on 
goods delivered to customers, the cost of -advcrtisiiig-mattcr included tvith 
each package, and similar items, might be classed as variable costs. But a 
digression on this point seems hardly worth while. 
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We have, already discussed the substance of this proposition.* 
But the term “prime costs" must be expltiined. Prime costs are 
costs which must be met, in 9 te short run, if ariy output is to be 
produced. They include all the variable costs and in addition 
some of the fixed qpsts : for example, the salaries of the office 
staff. The rest of the fixed costs are called “supplementary costs." 
But — 

14. In the long run, both fixed and variable costs mi^t be 
covered or a firm will go out of business. , 

'Throng run, however, may be very long. The basis of this 
proposition is that in the long run all costs are variable. Factors 
rvill go elsewhere if they can earn more elsetvhere. If a factor 
can earn nothing, or relatively little, in another industry it may 
stay where it is despite a great reduction in its earnings. What 
it gets over and above the sum necessary to induce it to stay in 
the industry is a “rent" in the technical economic sense. 
Examples of “rents” are: the whole earnings of forest land 
which is useless for any other purpose; the 'whole earnings 
(above its scrap value) of completely specific plant; ^^500 a 
ye^ of the earnings of a ;£'igoo-a-year man who would continue 
to do the same work at a salary of ;^iooo a year (but not for 
less). However, any particular firm must pay ctirrent prices for 
factors used in the industry although these prices may contain 
elements of “rent” in this sense. Hence — 

15. Some costs contain elements of “rent.” “Rents” are 
sums paid to factors which need not be paid in order to retain 
the factors in the industry. But a firm must pay current prices to 
obtain factors. 

This is discussed in the Chapter on “Rent.” 

These fifteen pippositions together constitute an outline of a 
coherent and clean-cut theory of costs. We could expand them, 
introducing further distinctions and definitions. Instead, we shall 
devote the rest of this chapter to a brief survey of the relation 
between output, costs, and prices in the leading fields of economic 
activity. This survey will afiford some realistic illustrations of some 
of these propositions. It svill also bring out their limitations. 

For the real world is not clear-.cut. It is fifil of diversity and 

^ Notably in Chapter' XIII, sectxoa 3. If the fbced costs include payments 
to creditors (e.g..debenture>holders or banls) then^whether production goes 
on or not depends on the attitude adopted by the creditors. Usually l^dr 
best course is to come to some arrangement under ^Yhich production does go on. 
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complications. The theory of “perfect competition” is often 
thought to apply to large sections of agriculture. We shall note 
some special features of agricultore which are of great im- 
portance but could never be deduced from the theory of perfect 
competition. We shall illustrate perfect^ competition from 
mining, rather than from agriculture. But, in fact, mportant 
minerals and agricultmal products have been subject, in recent 
years, to restriction schemes. We shall therefore, discuss restric- 
tion Schemes, more fully than we did in the previous chapter. 
We have already noted that most firms produce several p^ucfc; 
we shall illustrate how this may affect their behaviour. Perhaps 
the central fact which will emerge from our survey is the preva- 
lence of imperfect competition, in a form which makes it un- 
realistic to speak of the “demand curve” of a firm. Rather, we 
shall be concerned svith how customs and traditions tend to 
preserve "profit-margins” — ^and to create “excess capacity.” 

The golden rule, from the standpoint of social welfare, is that 
prices should everywhere equal (or at least be proportionate to) 
marginal costs. For costs are, fimdamentally, opportunity- 
costs j they are the values that factors could produce elsewhere. 
If factors (for which "costs” are paid) can produce less else- 
where, then they should inove from “elsewhere” to “here,” and 
conversely. But what if marginal costs are &r below average 
total costs? A price equal to marginal costs would then cover 
only a part, perhaps well below hal^ of total costs. In such a 
case, how can the golden rule be applied? We discuss this- in 
coimection with public utilities and the two-part tariff. 

Perhaps we . should state explicitly that the points made in 
dismissing one field of activity may not apply to the whole of 
that field and may apply to sections of other fields also. Some- 
thing resembling perfect competition may- prevail,, to some 
extent, in other fields as well as in mining. “Excess capacity” 
is found, for example, in taxi-cabs as well as in manufacturing 
and retail trade; transport costs of delivering the product are 
important for, say, coal-mines and dairj'-farms as well as, for 
brick-works; .fixed costs are relatively high in, for example, 
steel-works ^ well as in public utilities.- Our aim has been to 
find illiutrations as realistic and appropriate as possible. ■ 

Finally, we shall have enough to do to consider the relation- 
ship ai moment betrveen output, costs, and prices. Technical 
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progress, and changes in the total quantity available of different 
factors, are for the most part niled out; we discuss them in 
other chapters. The present chapter asks only how output, 
costs, and prices, would change in response to an increase (or 
decrease) in the demand for the products. 

2. MINING • 

Mining is usually subject to increasing costs* Suppose that 
tfiereira fairly large increase in the demand for some particular 
mineral. Unless this increase is expected to be merely temporary, 
and can be met out of existing stocks of the mineral, the result 
may be quite a sharp rise in price. For it may be difficult or 
impossible to expand output very much wthin a few days or 
weeks. Diminishing returns to labour may be very marked as 
more labour is employed in the existing mines, with their 
easting equipment. That is the short-run situation. 

Now suppose that the increase in demand turns out to be 
permanent. The price of the mineral has risen; it is more 
profitable than before to produce it. Suppose that enough time 
passes for new shafts to be sunk, new deposits to be opened up, 
new equipment to be installed, and, in short, for output to 
adjust itself fully to the new and higher level of demand. That 
is the long-run situatiSn. Even in this long run, the price of 
the mineral is likely to be higher than it was at first, although 
not so high as it was soon after demand had increased. In 
terms of diagrams, the long-run supply curve of a mineral is likely 
to be rising, although not so steeply as the short-run supply cufve. 

An increase in output may raise costs for either or both of two 
reasons. The prices of some of the factors of production em- 
ployed in the industry- may be fijrced up as more of them are 
required; and their physical output per unit may fall. Thus 
the \vages of miners may rise if considerably more miners are 
needed. Even if the standard wage remains the same, labour- 
costs per ton may increase because less efficient workers are 
taken on. If this happens, the long-run supply curve ^vill rise 
more steeply than if it does not.’ But it need not happen. It 
may be that enough additional miners, just as efficient as those 
already in the industry, can be obtained at prevailing wage-rates, 
either &om some other mining industry, the demand for whose 
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products has fallen, or from the ranks of the unemployed. 
Nevertheless costs arc likely to be higher for our second reason: 
output per miner is likely to be less than before. 

The fundamental reason for this is that fairly rich and acces- 
sible deposits are limited in amount. Let us take coal as an 
. example. There are enormous “reserves” of coal in the ivorld. 
But only a small part of all this coal is in thick and easily worked 
seams, fairly near the surface and not too far from the markets 
— ^from the plages where the coal is to be used. In order to get 
much more coal per day from a mine already being «"jork^ 
miners will have to go deeper down, where the heat is so great 
that it reduces their efBciency, or they will have to spend more 
time in getting from the surface to the “faces” tvhere they work, 
or they will have ttf tackle more difBcult seams. If new mines 
are opened up the chances are that they will be less easy to work 
— otherwise they would have been opened up before. Alterna- 
tively, they may be so far from the market that the high cost of 
transporting the coal to the market makes them worth tvorking 
only if the price of coal has risen well above its old level. 

Most minerals, unlike coal, arc embedded in ore, and we 
must therefore take account of the cost of extracting the . mineral 
from the ore. Let us take iron as an example. The iron is 
extracted from the ore in a blast furnace, -rvith the aid of coke. 

. It may be that some deposits of ore containing, say, 25 per cent 
iron are easy to work. Yet it may not pay to tsork them if ore 
containing, say, 50 per cent iron is available. In the first place, 
to get a ton of iron twice as much ore must be mined (and 
perhaps transported) if the metallic content is only half as great. 
In the second place more coke must be used to get a ton of 
pig-iron from the lower-grade ore. Nots’adays fairly low-grade 
iron-ore is mined, but that is mainly because the deposits of 
higher-grade ore are giving out 

Our generalization that mining is usually subject to increasing 
costs is valid however large the degree of monopoly in the 
industry may be.- In fact, the output of most important minerals 
is now under some kind of monopolistic control. Yet perfect 
competition in mining is not unknotvn.* In the past, it has not 
' Gold-mimng is a spcdal case. So long as even one government is prepared 
to buy unlimited amounts of gold at a fixed price, and no restriction of gold 
output is likely to force up that price, all gold-mirung iitnis -uill take the price 
of gold as given. 



THE THEORY OF COSTS 


231 


been uncommon for a mining industry to be made up of a 
considerable number of firms, competing with one another, no 
one of which ^vas laige enough to take account of the very 
slight influence which changes in its own output would have 
upon price. For example, the thousand separate firms con- 
stituting the coal-mining industry of Great Britain were in much ^ 
that position before the British Government in 1930 compelled 
them to ibnn a national cartel to regulate output and prices. 
We shall illustrate what happens under perfect competidOn by 
osnsi^^ring such a firm. We shall assume that it owns only one 
mine. 

The demand curve for its particular type of coal may slope 
doivnward quite steeply. But there are plenty of other mines 
producing similar coal, and therefore our firm takes the ruling 
price of coal as a market fact which it cannot alter. Whether it 
produces more or less, it tvill sell all that it produces at the ruling 
price. Hence the demand curve for iU coal is regarded by the 
firm as a horizontal straight line (J)J) in Fig. 25). In technical 
language it considers that the dasdcity of demand for its coal 
is infinite: its “average revenue” and “marginal revenue” per 
ton are the same — ^namely, the ruling price per ton. 

The same thing applies to the prices of the factors which it 
buys. Its own demand for them is such a small part of the total 
demand for them that it takes their prices as given by the market. 

Let us consider the short-run situation. The mine and its 
equipment are very specific — of little use for any other purpose. 
So long as the coal produced sells for more than the variable 
costs incurred in procuring it, the mine will be worked.^ How 
much it produces per day tvill depend entirely on its variable 
costs. The firm rvdll maximize its profits or minimize its losses 
by producing that output at which marginal cost is equal to 
price. If it produced less, it would increase its receipts more, than 

r This is not quite accurate. There may be some costs, for ex^ple the 
salaries of the office staff, which do not vary ivith output but which would 
be eliminated if the mine closed dotvn. Fixed costs of this type would have 
to he covered as well as variable costs. On the other hand, if the mine were 
abandoned it would probably become flooded and useless. If ffie firm hopes 
that later the price of coal will rise again it may decide to continue pumping 
out ivater, and in general to keep the mine in a condition to be worked again 
even if it now ceases to mine coal from it. Should the cost of doing this be 
greater than the amount by which current receipts fall short of current costs 
it may pay the firm better to continue working at a'loss. 
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its costs by expanding its output; if it produced morcj it tvould 
reduce its costs more than its receipts by curtailing its output. 

The variable costs tvill consist very largely of labour-costs — 
of wages paid to mine-workers. For the reasons we have given 
above, after a certain number of miners are employed an increase 
, in their number will not increase output by the same proportion. 
There will be diminishing returns to labour; first marginal and 
then average returns will fall, as shown in the diagram on page 128. 
Fewer tons per miner mean a greater labour-cost per ton; first 
marginal and then average labour-costs tvill rise. Thpse iif- 
creasing costs are simply the monetary expression of diminishing 
returns; our diagram of page 128 must be turned upside dotm. 
The result is shown below, for each of two mines. 



Fig. 25 


The ruling price of coal is shotvn by the horizontal line' DD, 
which is the demand curve confronting each mine for its coal. 
It if OD (= QP) shillings per ton. 

The ou^ut of the mine is determined by the point P at which 
marginal cost is equal to price. It is OQ, (= DP) tons per day. 
The lotal receipts per day are therefore Qp x DP shillings. 

The average variable cost is QC shillings per ton; therefore 
the total variable cost, is Qfi X 0 ( 2 , shillings per day. 

The sum available per day for “fixed costs ” (including profits) 
is the total receipts less the total variable cost. It is therefore 
the rectangle DP X PC. This rectangle must be equal to the 
shaded area in the diagram, for the latter is the sum of the 
amounts.by which price exceeds veuiable cost for eacli successive 
unit of output. 
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It ^vill be noted that die marginal cost curve cuts the average 
(variable) cost curve at the lowest point of the latter. The reason 
for this is that given in the footnote on page 128. It will be 
noted also that we have chosen to make the marginal cost curve 
become almost vertical. This is likely to happen when the mine 
is worked nearly at fiiU capacity. Any forther increase in.output; 
•will become difficult or impossible in the short run. 

In the above diagram, the output (OQ) of mine 2 is, much 
greater and its average variable cost (QP) is considerably lower 
^aiMfor mine i. This does not necessardy mean that the firm 
owning mine a is more efficient than the firm owning mine i. 
The differences may be due solely to the different geological 
structure of the two deposits. Mine l may contain relatively 
little coal but all fairly near the surface. Mine 2 may contain 
rich seams of coal situated at considerable depths, so that the 
sinking and equipment of the mine involved a large outlay of 
money. Doubtless it tvas planned from tbe start on a large scale, 
to deal tvith a large output. Output per miner is greater so that 
its •variable costs per ton are lower, than for mine i. But the 
initial “capital” cost was much greater. Although the firm gets 
a much bigger total sum per day, after paying variable costs, 
than the firm which otvns mine i, yet for all we know it may 
be getting a smaller return on its capital than it expected, whilst 
the small mine may be earning more than was expected. 

We can now construct the short-run supply curve for this 
type of coal. At any gi-ven price, each of the hundreds of mines 
rvfil produce a certain output, namely that output at which its 
marginal cost is equal to that price. By adding all these oqfputs 
together we get the total output which will be produced at that 
price. By doing this for a number of prices we can construct the 
short-run supply ciu-ve, as shown in Fig. 26. 

We- supposed each firm to take as given the prices to be paid 
per unit for the various factors. In fact, a general expansion of 
output, following an increase in demand, may cause some of 
these prices to rise. Thus the wage-rates of miners, by far the 
most important item in -variable costs, may go up. If so, the 
short-run supply curve -will slope upward more steeply. For the 
marginal cost curves of the various mines -will all in fact rise 
more steeply than the various firms, taking wage-rates and other 
factor-prices as given, -belie-ve thein to do.-— 
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After sufficient time has passed for output to adjust itself folly 
to the new and higher level of demand, the whole situation will 
be different. More shafts will have been sunk, new mines will 
have come into operation; in general terms, some existing finns 
will have increased their capacity and some new firms tvill have 
•entered the industry. Clearly the old short-run supply curve will 
have become irrelevant. It ^vilI have been replaced by a new 



one. Suppose we ask how large total output would be, at a given 
price, after full time had been allowed for adjustment. The 
answer would be found by taking the point corresponding to 
that price on the “.new” short-run supply curve corresponding 
to the new situation. By joining together a number of such 
points (each on a different “new” short-run supply curve 
corresponding to the relevant situation after output had fully 
adjusted itself) we get the long-run supply curve. In the dia- 
,gram above, the old- short-run supply curve, representing the 
situation when the demand curve was DD, is shoim as S^,. 
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The long-run supply curve is shown as S^IS^. It is more elastic — 
sloping upward less steeply — ^than SgS,. The new short-run 
supply curve, after output fias actuated itself to the higher level 
of demand shotvn by is not drawn. It would pass through 
F,. 

, The sequence of events is as follows. There is an inerease in 
demand. The old demand cinve DD is replaced by the new- 
demand curve DjPi. At first price rises from P to Pj, and output 
expands from OQ,to Of^a, as shown by the oltl short-run supply 
Enough time passes for the industry to adjust itself 
completely to the new situation. A new equilibrium position is 
reached tvith a price of Pj and an output of OQ^ as shown by 
the long-run supply curve 

If a decrease in demand, instead of an increase, had taken 
place, what would have happened? Existing mines would have 
reduced their output so that for each mine marginal cost again 
equalled price. Some mines, which now could not cover their 
variable costs, would have closed dotvn at once. The short-run 
situation -would be that at which the new and lower demand 
curve cuts the old S^g curve. As time went on, some mines 
would become nearly worked out. More labour than before 
would be needed per ton of coal obtained. Sooner or later 
such mines would close down. Few if any new shafts- would be 
sunk and no new mines would be opened up (for if it had not 
paid to do so before, it would not pay now, -with a lower price 
of coal). Hence output would decline further and the price of 
coal would recover somewhat. The new equilibrium situation, 
when reached, would be that shorvn by a point at which the 
new and lotver demand curve cuts the SjSg curve. 

We can therefore make this generalization. A change in demand 
mil tend to cause a bigger change in price and a smaller change in output 
in the short run than in the long run. 


3. AGRICULTURE I 

Almost every agricultural commodity is produced by large 
numbers of farmers, each of whom produces such a tiny pro- 
portion of the total that a change in his output would have a 

» On this subject compare Chapter VI of that excellent book The Ecommia 
of Agricultarej by R. Cohen (NIshet, 1940). 
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quite negligible effect on the price of the commodity. The same 
applies to changes in his demand for factors of production, such 
as farm labour or fertilizer. In other words, agriculture is 
carried on under perfect competition; each former takes the 
prices ruling in the market as given. 

•• Further, agriculture is usually subject to increasing costs. 
The fundamental reason for this is that fertile and well-situated 
land is limited in amount. A general expansion of agriculture 
would mean that existing land had to be worked more in- 
tensively and, possibly, worse land brought into cultivp^ionT 
There would be diminishing returns to the labour and other 
factors used on the land. An expansion in the output of some 
particular commodity might be accompanied, otving to changes 
in demand, by a contraction in the output of some other farm 
product, and factors might be shifted from one to the other 
■without any increase in costs. For example, the demand for 
barley might rise and the demand for wheat fall. Some land 
hitherto under wheat could be sown to barley and the same 
farm workers and machinery could be employed. But the 
chances are that any considerable expansion in the output of 
any particular commodity tvill be accompanied by increasing 
costs due to diminishing returns. Eitlier the land already pro- 
ducing it 'tvill be worked more intensively or land previously 
producing something else tvill be used to grow this commodity 
instead; probably both t^dll happen. The land thus transferred 
is- unlikely to be so suitable, in soil or climate or location, for 
this particular commodity as the land which was producing it 
before. 

Nevertheless, it would be misleading to say that the diagrams 
explained in the previous section apply to agricultural products, 
and to leave it at that. For the relation between costs and 
output in agriculture has four special features wltich should be 
pointed out. 

First, although agricultural output as a tvhole will increase in 
response to a general rise — due, for example, to an increase of 
population — ^in the demand for it, it trill respond very sluggishly 
to a general fall in diat demand. This is pardy because land is 
fairly permanent. It is true that the top-soil is sometimes ruined 
or lost by bad farming, yet land does not inevitably become 
^depleted, like mineral deposits, or tvom-out or obsolete, like 



THE THEORY OF COSTS 


237 

machines. And it will probably be worked so long as it yields 
anything at all over variable costs. Further, in many countries 
the fan^y farm is the rule. •The farmer and his famil y do most 
or aU of the work. Even when times are bad, the farmer is 
usually very reluctant to abandon his farm. He may own it, 
and naturally will not vrant to sell it- for a trifle or to hand it 
over to his creditors; he may like being his own employer; he 
may like farming; he may not be able to get another job which 
seems worth taking. Hence most farmers carry on, svorking as 
tun'd as, or perhaps harder than, before, despite a large fall in 
the prices of their products and, therefore, in their incomes. 
Finally, even when a large part of the labour is hired, as on 
plantations and large specialized farms, workers are often unable 
or unwitting to find different jobs and will accept a cut in their 
pay when times are bad.*- 

The. result is that the “long run” in which output would 
fully adjust itself to a fall in demand is a very long run indeed. 
During the great depression of 1929 to 1932 agricultural output 
hardly declined at all despite the very heavy fall in prices. The 
output of manufactured products fell by more than a third, 
although — ^laigely for that reason — their prices fell less than 
those of farm products. 

Second, the farmer cannot tell in advance exactly how large 
lus output will be. For the weather, which not even govern- 
ments can control, may play a large part. How large varies 
between districts and products. It is greatest in districts subject 
to drought or extreme cold; it is greatest for tree crops and least 
(in temperate dimes) for animals. The probable variation, from 
one year- to another, in the yield of any product will be Jfcuch 
greater for any particular farm than for the country as a whole, 
and least of all for the world, because the good yields of some 
farms or districts offset the bad yields of others. Thus over the 
years 1923 to 1935 the variations in wheat yields per acre were 
■4. per cent for the world as a whole, 13 per cent for Hungary, 
and 24 per cent for a particular farm in Hungary.® 

Clearly this makei farming something of a .gamble and 

^ In Great Britain most of the work is done by hired labour and mimmum 
wages \veek in 1942) are fixed by law» But Great Britain is exceptional 
'in both respects. . > 

® And for the United Kingdom they ■were 6 per cent and for Roriiamsted 
farm 31 per cent. See Paul de Hevesy, World Wheat Plannings p. 735. 
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prevents any exact adjustment between the marginal cost of 
production and the output actually obtained. 

Third, there is a time-lag between the “input” of factors and 
the corresponding output. This time-lag is greatest, and causes 
the most instability, for tree crops and for many livestock 
.products. For example, a coffee bush does not begin to yield 
until five years after planting, and then goes on bearing for 
twenty years or more; “for cattle the period of gestation is 
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eight months, while fat cattle are not slaughtered until about 
tworyears old and heifers do not calve and start to supply milk 
until two and a half years old.”*^ 

Hence a rise in the price of such a product may cause fanners, 
taken as a whole, to increase their output of it too much.' Owing 
to the time-lag, the price may remain high for some years; 
during this time many farmers, acting independently of one 
another, may take steps to increase their output; when at length 
the larger supplies begin to appear, in growing volume, on the 
market, the price of the product may fall heavily. Then farmers, 
as a whole,' may make the opposite mistake and cut dotvn 
their future output too much; in a few years, when their 


* R. Cohen, op. cU,, p. g8. 
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decisions have resulted in a smaller output, the price may rise 
sharply, and the cycle may begin over again. 

Hence we get “the cobweb theorem,” to make our flesh creep. 

If supply is more elastic than demand the fluctuations may 
increase in amplitude as time goes on. Suppose we begin in an 
equilibrium situation, wth demand equal to supply OQ, at a> 
price OP. Suppose that (owing, for example, to bad weather) 
output falls to OQ_i (corresponding to the point marked (i) on 
the supply curve). With this output of 0 £ii, ^e price mes to 
'SP^^corresponding to the point marked (a) on the demand 
curve). Then producers, independently, take steps to produce 
outputs which, after the time-lag imposed by Nature has 
elapsed, come on the market and aggregate, per month or per 
year, OQ,^ (corresponding to the point marked (3) on the 
supply curve).. Price then falls to OP^ (corresponding to the 
point marked (4) on the demand curve). Then producers, as 
usual independently of one another, take steps to curtail their 
fiiture outputs, so that, after some time^, total output is reduced 
to 0!2,j (corresponding to the point marked (5) on the supply 
curve). Price risM to OP3 (corresponding to the point marked (6) 
on the demand iurve). And so ad infinitum. 

This, of course, is a nightmare imagined by economists rather 
than an account of what actually happens. Yet, in foct, thqfc is 
a good deal of instability owing to these time-lags, and it is 
claimed that cycles of over-production and under-production 
(such as the alleged four-year pig cycle in Great Britain) do occur. 

Fourth, it is often difficult to say exactly how much variable 
costs are increased or diminished by the steps which a fanner 
takes to increase or diminish the output of a particular com- 
modity. If the demand for, say, bacon goes up, more pigs tvill 
be produced, and conversely. The supply of any one commodity 
is much more elastic than the supply (especially in respome to 
a fall in prices) of agricultural produce in general. But many 
forms produce a number of different things, and do not specialize 
entirely on one, such as wheat, or on joint products in the 
strictest sense, such as ■wool and mutton or cotton and cotton- 
seed. Bacon and butter go together in Denmark: the skim milk 

^ time-lag, which elapses before output is reduced, is not the same as 
the time-lag, mentioned in the previous sentence, which dapses before output 
is increased. 
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is fed to pigs. The dung of grazing animals may fertilize the 
fields where potatoes are to be planted. The tops of sugar beet 
can be fed to cattle. Com crops, which take nitrogen from the 
soil, can be followed by leguminous plants, which put it back. 
Root and cereal crops use labour at different times of the year. 

It follows that when a mixed farm switches ovdr more to 
'products more in demand, we should really take account not 
only of the change in the variable costs of a particular commodity 
which are directly associated with a plaimed change in its output 
but also of the iiidirect effects, favomrable or unfavourabl e, up on 
the costs or outputs of other commodities produced on the same 
farm in combination or in rotation with this particular com- 
modity. But these indirect effects, although often important, 
may be difiScult to estimate with accuracy. 

These four special features are not peculiar to agriculture. In 
any industry where fairly durable and specific equipment plays 
an important part the response to a fall in price may take a long 
time. For example, tram^vays or gas-works or mines or blast 
furnaces may be worked despite a considerable fall in the demand 
for their products. Some occupations, such as prospecting for 
gold, are more of a gamble than farming, and'bad weather may 
seriously hamper the amount of building done. Some industrial 
products, such as ships (and armaments!) may have a long 
“p6riod of gestation.” Nearly all firms produce several products, 
and it is said that department stores sdmetimes deliberately 
mil a restaurant or a library at a loss in order to attract customers 
■who may buy in other departments. 

Nevertheless these four features occur together in agriculture, 
and^to a much more marked extent than any one of them occurs 
in most other branches of activity. That is why we chose a 
mineral and not an agricultural commodity to illustrate costs 
under perfect competition. Farmers do take prices as given; 
they do try to maximize their “profits”; they do respond to 
changes in demand for particular commodities; doubtless they 
try to equate the marginal cost of a commodity •svith its price; 
and it is fairly sure that the marginal cost of a commodity ■svill 
rise as its output is expanded. By making appropriate assump- 
tions, we could make our diagrams apply to an agricultural 
commodity. But I think the reader w'ill agree that to do so 
would be somewhat unrealistic. This need not distress us. Our 
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object is not to draw diagrams but to understand what happens 
in the economic world of reality. 


4. COMMODITY CONTROL SCHEMES 

The “cobweb theorem" paints too gloomy a picture. In fact, • 
producers do Icam something from experience. Each may pro- 
duce such a small part of the total output that he could produce 
twice as much, or nothing at all, unthout perceptibly affecting 
p Mc o? : - Yet he may not take it for granted diat prevailing prices 
r^ill continue for ever. He may pay some attention to what 
other producers arc doing and may coirsidcr to what extent 
this is likely to change prices in the future. 

Nevertheless the adjustment of supply to demand may be very 
imperfect. Each producer, acting independently, may be only 
vaguely aware of what others arc doing and may give insufficient 
weight in his calculations to the probable results of their actions. 
And tliis is not merely a theoretical possibility. The outputs 
and prices of quite a number of important raw materials and 
foodstuffs have in fact fluctuated, in the past, far more widely 
than was warranted by changes in demand. Is there not a case 
for setting up for every such commodity a central body to act as 
the eyes and the brain of the “industry”? . 

■What svould such a body do? It would try to discover the 
conditions of demand and supply lor the commodity. It would 
tr)’ to estimate the nature and extent of any change in those eon- 
ditions. It would collect information from all producers about 
what they were doing and were proposing to do. It svould assemble 
and tlicn circulate this information. It might forecast future price 
mos'cmcnts and might give general advice to producers. 

But a good Department of Agriculture, or hCnes, docs this 
already. And this alone docs not prevent wide fluctuations. 
Clearly far more could be done if each central body, besides 
acting as eyes and brain, had a big stick. If it were armed svith 
powers to compel each producer to act as it directed, it could 
vary total output, apart from fluctuations due to changes in the 
wcatlicr and other aspects of Nature, exactly as it wished. 

One great danger of such a sclicmc is that the controlling 
body would act on behalf of the industry like a monopolist and 
ivould try to increase total profits by restricting output. If the 

»— (B.JS3I 
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demand for tlic commodity, before restriction, had an elasticity 
considerably less tlian one tliere would be considerable scope for 
such a policy. A smaller output might increase total receipts a 
good deal, besides reducing total costs. This is shotvn on the 
following diagram. 



Under perfect competition, output is OQ, and price OP, 
because the supply curve OS cuts the demand curve DD at A. 
Profits (including fixed costs) are represented by the area OPA. 
The dotted line is the marginal rcs'cnuc curs’c, wliich cuts the 
supply, or marginal cost, curve for the industry at M. If output 
were restricted to OQ,^ the price wuld be raised to OPj and total 
profits would be maximized. They would be represented by the 
area OP^BM, wliich is much greater than OPA. 

The Tin Restriction Scheme may have done something of 
this kind. It certainly succeeded in keeping the price of tin well 
above J[^aoo a ton ever since the close of 1933 (except tliat it 
averaged only ^figo in 1938} although tlie chairman of one of 
the biggest tin-mining companies in Malaya declared tliat “the 
East could produce at a profit all the tin required by the world 
at £100 a ton.” It may be instructive to consider very’ briefly 
why this scheme succeeded in keeping up the price and, by way 
of contrast, why some other schemes failed. 
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We may note, to begin tvith, that the attempts at voluntary 
restriction made in 1930, when stocks were rising and price was 
falling, proved quite incirectivc. ^Vlly should one mine restrict 
its output if the next mine, or mines in anotlicr country, did not ? 
Further, some important low-cost producers were opposed to 
any kind of restriction; they thought they could do better for • 
tlicmsclves by working to capacity than by keeping down tlicir 
output for tile bcncEt of their high-cost rivals. The Scheme vliich 
\warc discussing tvas a compulsory scheme imposed by govern - 
mcninn February, 1931. This illustrates a general rule: in order 
to get numerous separate producers to act as directed, by a central 
body, compulsion by their governments is almost alwajs necessary. 

It so happened that only three governments — tlic British, the 
Dutch, and the Bolivian — between tliem could control most of 
the output. Obviously it is easier for tlircc governments to come 
to an agreement than for a considerably larger number, such as 
would be needed to control most of the output ol^ for example, 
wheat. Furtlicr, a scheme whicli starts, as this did, with most of 
the potential output under control is less likely to be wrecked by 
the expansion of output by "outsiders.” In fact, a number of 
outsiders (beginning with Siam in September, 1931) did join 
the Scheme as time went on, but tlicy came in rather on blackmail 
terms. Tlie four countries which did most of tlic actual restricting 
were Malaya, Nigeria, tlic Dutch East Indies, and Bolivia. They 
cut down their output again and again until in the summer of 
1932 it ssns down to onc-tliird of the 1929 level. They succeeded 
in raising the price of tin from about 1 05 a ton at the close of 
1931 to over £220 a ton by the close of 1933. But the exjent 
to which they bore the burden and otljcr countries reaped the 
benelit can be seen from the following little table. In 1938, 


Production or Tin (tlious.Tnd tons) 
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when output was being restricted rather severely, because price 
was falling, these four countries produced only 65 per cent of the 
total as against 84 per cent in 1929. 

The two chief uses of tin are in cans and in motor-cars. Only 
about 5 lb. of tin is used in a motor-car. This costs about 4s. 6d. 
* tvith tin at £100 a ton and 13s. 6d. with tin "at £300 a ton. 
Clearly a large change in the price of tin would have a negligible 
effect on the price of, and therefore on the demand for, motor- 
cars. Much the same applies to caimed goods. The contents 
are usually tvorth much more than the tin can (costiilg'TIom 
I to 6 cents) which itself is made of tinplate — steel rvith a tbin 
coating of tin. Even so, manufiictureis would use something else 
instead of tin if satisfactory substitutes were available. Appar- 
ently they are not. Aluminium has partly replaced tin in some 
uses (notably for aluminium-foil instead of tinfoil) but not in 
most. Machinery could be adapted to use roller or ball bearings 
instead of white-metal bearings, for which there is no subsdtute 
for tin, but this would be rather expensive. A possible brake on- 
the rise in price of a commodity may be the reclaiming of scrap. 
But this is not very important with tin,^ Hence the demand for 
tin is very inelastic until its price becomes relatively high and so, 
with most of the potential output imder control, the Tin Scheme 
sueceede'd (somewhat to the annoyance of the chief consuming 
country, the United States) in keeping up the price. 

We shall not repeat what we said towards the close of 
Chapter XV about the sodal dangers of Control Schemes which 
act monopolistically to keep up prices, beyond repeating that m 
prsptice it is often the more efficient producers who hara to 
restrict most, so that the supply curve OS in our diagram is 
replaced by another and steeper one, thereby reducing tire 
“profits” area — a loss for which there is no corresponding gain 
to the industry as a whole. 

After the war, control schemes may be set up for a number of 
imf^ortant raw materials and foodstufis. If these are to be 
effective they must be international. If they are to be operated 

^ Reclaiming is done mainly in (he United States. In some ye^ her 
‘'secondary” output has reached nearly thirty thousand tons, maldng her 
the second or third producing country, although she has no tin deposits. It 
b made mainly from clean tinplate clippings. Many more old cans could 
be treated at the plants now equipped to handle them, hut in peace-time the 
high cost of collecting and transporting them makes tins not worth while. 
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in the interests of society, and not merely to increase the profits 
of particular groups of producers, it would be -well for the chief 
consuming countries to hold the majority of votes in each con- 
trolling body. Even so, big mistakes may be made. Governments 
are not always wise — ^tvitness the scrapping of a largo part of 
British shipbuilding capacity during the ’thirties. There is a 
danger that changes made desirable by technical progress may 
be held back: every producer may be tied down, like the British 
coal-mines, to the percentage of the total outptU which he pro- 
duSc^Sdn some past year, and the bad policy may be follow'ed of 
prohibiting or fining new entrants. 

In my view, a better plan would be for one or more leading 
governments to hold stocks of such commodities. They should 
be prepared to buy svithout limit at a price somewhat below 
equilibrium level and to sell at a price somewhat above equi- 
librium level. Provided the limits tvere chosen wisely and revised 
fi-om time to time to take account of technical progress and other 
changes, such a scheme would have a good influence in elimi- 
nadng unnecessarily wide fluctuations and, possibly, in damping 
dotvn the trade cycle, whilst leaving complete fieedom to the 
initiative and efiiciency of individuals. 

5. MANUFACTURING 

The behaviour, of costs in manufacturing tvill vary between 
industries and will depend on time, place, and circumstance. 
Average variable costs are unlikely to rise much when output 
is expanded, even in the short run, and certainly not in the long 
run; in a number of industries they may fall. 

The doctrine of diminishing returns applies to changes in the 
proportions between the different factors of production. An 
expansion of agriculture means that more men must be em- 
ployed on the same land, or less suitable land must be used. 
There t^dll be increasing costs due to diminishing returns to 
labour. Are there any “scarce” factors in manufacturing com- 
parable in importance to suitable land in agriculture, or suitable 
deposits in mining? 

Manufacturing uses relatively little land, and additional 
factory sites, almost .or quite, as suitable as existing ones, can 
usually be obtained. Existing buildings and equipment could 
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be duplicated. It may be that additional labour, as efficient as 
that already engaged, could be obtained at prevailing ivage- 
rates from the ranks of the unemployed. In the short run, 
however, it is quite possible that a substantial expansion would 
raise labour-costs. Less efficient tvorkers may be dratvn into 
■■ manufacturing from other occupations, such as agriculture; 
there may be a shortage of certain types of skilled labour (such 
as tl\p shortage of drop-forgers which hindered the increasing 
output of armaments in Great Britain in 1941); overtime rates 
may have to be paid in order to increase output quicklyyaud 
many workers may obtain increases in their rates of pay. If only 
a few industries expand, while others contract, some workers 
may move from the latter to the former and labour-costs may 
rise little, if at all. In the long run, after enough time has passed 
for youths and others entering the labour market to be diverted 
towards manufacturing, and for more workers to be trained to 
relieve the shortages of particular skills, labour-costs will not have 
risen much. 

The main reason for diminishing returns, if they occur, may 
be the scarcity of good entrepreneurs. First-class business ability 
seems to be rare and it cannot easily be acquired by training. 
Some existing entrepreneurs may find it more difficult to manage 
their firms if these become much larger; they may even go bank- 
rupt. New entrepreneurs coming into manufacturing from else- 
where may be less efficient, on ffie average, than those already 
established. How important these considerations arc in practice 
is a question of fact on which opinions differ. 

CJpr conclusion is that increasing costs due _ to diminishing 
returns may occur in manufacturing but they ivill be much less 
marked than in agriculture or mining. Particular "scarcities” 
of factors tvill be less important in the long run than in the 
short and less important if only a few industries expand than if 
there is a general expansion of manufacturing. 

But increasing costs may come from higher factor-prices as 
svell as from diminishing returns. We have seen that labour- 
costs may possibly increase because workers get higher rates of 
pay. The prices of raw materials may increase, as more of them 
are needed, otving to diminishing returns in the industries pro- 
ducing them. This may be quite important, in the long nm as 
well as in the short. 
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We have now briefly reviewed the forces which may make 
for increasing costs. What are the forces working in the opposite 
direction? 

To begin tvith, some plants may be working below capacity 
at the time when the demand for their products increases and 
their output is therefore expanded. We shall later give reasons* 
why this state of affairs may be fairly rvidespread, in “normal” 
times as well as in bad times. Clearly average total cost per unit 
of product will fall as a plant approaches foil dcapacity, for the 
costs” ■will be spread over a larger number of units of 
product. But variable costs, with which we are concerned here, 
may fall too. The plant may be adapted to a certain output, ' 
and 'average variable costs may be lowest when that output is 
being produced. The workers ,who keep their jobs in the plant 
may be less fully occupied, although receiving full wages, when 
times are slack. Some examples are given in Appendix II of' 
that excellent book “The Economic History of Steel-Making,” 
by D. L. Bum. “ In coke ovens the silica linings arc ruined by 
cooling, hence continuity of work is essential; but though it is 
possible to reduce the pace to 30 per cent of normal, the labour 
force (paid mainly datal wages) remains almost unchanged, and 
variations occur in the yields of by-products which are on balance 
unfavourable. Neglecting the by-products, the main changp in 
prime cost if the output of a modem battery of ovens fell by one 
half, '^^uuId be a rise in average labour-cost from, say, is. 6d. per 
ton to about 2s. pd.” Again, Mr. Bum points out that “an 
open-hearth furnace is rarely designed to make less than 60 tons 
of steel at a heat”; if less is required then the rest must be 
stocked, as ingots, until orders for a similar steel come in. ^his 
means carrying more stock and, subsequently, additional re- 
heating (to heat the ingots up again in order to transform them 
into the required forms). Again, "a pair of rolls for heavy 
sections normally make upivards of 1,000 tons tvithout being 
redressed. ... If orders for a given section do not occupy a 
pair of rolk as long as the roll- can be worked unchanged, then 
the cost and delay of roll changing is a heavier biurden.” But 
it may be that average variable costs rise, whether in a steel-works 
or in some other kind of plant, as “full capacity” is approached 
and less efiicient equipment, previously idle, comes into opera- 
tion. All we can say is that they may fall. 
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Even if there is no “excess capacity,” the average variable 
costs of a firm may be lower when its output is greater. An 
increase in the demand for its product may make possible what 
are sometimes called internal economies. We discussed these in 
Chapter VI, section 4, and again in Chapter IX, section 5. They 
'are economies which take place within a Jirm; they arise mainly 
from “indivisibilities” of one kind or another — ^for example, a 
larger, and more efficient machine may be worth installing only 
if demand is sufficiently great to keep it fairly fully employed. 
External economies are said to arise from the expansion of a TTlioJe 
industry, a single firm could not obtain them by expanding “on 
its own” and therefore could not include them in its calculations. 
The growth of an industry — the expansion of existing firms and 
the establishment of new ones — often takes place in a particular 
district: the industry is more or less “localized.” It may then 
pay other firms to specialize more in catering for the needs of 
the industry. Special banking and insurance facilities may be 
made available; a trade journal may be started; transport rates 
may be reduced owing to the greater volume of traffic; “repair 
shops” for its machines may be set up in the district; somebody 
may find it worth tvhile to purchase from the firms in the industry 
by-products which were previously -wasted; additional labour 
can, be obtained when required from young people and others 
in the district who may have acquired, from living there, some 
knowledge of the customs of the industrj'. These and similar 
advantages may largely resolve themselves, upon analysis, into 
“internal economies” to some firm outside the industry. Thus' 
it n;ay pay to utilize waste products only if they are available 
close at hand in sufficicht quantities to keep “indivisible" plant 
fairly fully employed. Again, freight rates may fall because 
existing rail or road facilities can now be used more fully. But 
Ais does not make tliese so-called “e.xtemal economics” any the 
less important. It should be added, however, that the expansion- 
of a firm may bring ^vith it “internal diseconomies” such as the 
need for greater supervision and' a closer adherence to routine 
and “red tape,” and the expansion of an industry may bring 
with it “external diseconomies” such as greater congestion on the 
roads of the district and higher prices for raw materials. 

■ We can now sum up tire preceding discussion. It must be 
remembered that we are assuming, for the present, that no 
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technical progress takes place. Even so, long-run marginal costs , 
in a manufacturing industry may well be more or less constant 
or even falling. They may be rising (notably if an expansion of 
output forces up the prices of raw materials, and this is not offiet by 
economies of scale) but they are not likely to be rising at all steeply. 
In the short run, they tviU probably rise steeply when existing • 
plants are being worked beyond their normal capacity. But this 
“overcrowding” of plants is a temporary phenomenon whicli does 
not often happen. An expansion of output can usually be obtained 
l^^aing some of the excess capacity already in existence. In that 
event, marginal costs may fall, or may rise very little. 

These conclusions present us tvith a problem. What forces 
limit the size of a firm if marginal costs are not rising? The 
selling-price of the product must exceed the average variable 
cost of producing it if the fixed costs (including a “ normal” rate 
of profit on the capital and remuneration for the services of the 
entrepreneur) are to be covered.. But if marginal costs are not 
rising they ■will be below, or at most equal to, average variable 
costs. Hence it would appear that extra units of output would 
sell for more than their additional cost and thus increase total 
profits. Why are they not produced? 

It may be that a firm, or group of firms, is in 3 monopolistic 
position in the sense that no other firm is producing sintilar 
commodities, or close substitutes, and that for one reason or 
another new firms cannot enter this field. If so, our problem is 
solved. The analysis of our last chapter applies. The firm tvill 
maximize its profits by equating marginal cost and maiginal 
revenue. The former may be falling, but sooner or latei^the 
latter tvill be falling at a faster rate, and the two curves tvill 
intersect, as in the diagram on page 250. 

Another possible explanation is that marginal selling-costs are 
rising. Additional units of output could be produced more cheaply, 
but the cost of selling them would be greater, per unit, and tvould 
more than offset the fall in marginal production costs. For 
example, as a local brick-works expanded its output it might 
have to sell to customers more and more distant fiom the works, 
so that the transport eost of delivering the bricks would rise, 

’ each extra load costing more to' deliver because it had to be sent 
further. The cost of selling each load should be regarded as a 
deduction from the receipts:, from the “fixed price” per load. 
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This is shown in the diagram on page 251. Marginal produc- 
tion costs are falling. The price is fixed at OP. The selling-cost of 
an additional unit is the vertical distance behveen the price-line 
and the marginal revenue curve. The latter slopes doivnward. 



because marginal selling-costs are increasing. The most profitable 
output (given the price OP) is OQ,. 

On reflection, however, it becomes clear that such a situation 
contains an element of monopoly. The fixed price OP is not the 
borvontal demand curve confronting a firm under perfect com- 
petition. If the firm could sell as much as it liked at the works at 
the price OP, why should it not make its customers pay the 
delivery costs? Or why should it advertise or employ salesmen? 
The price Oi’ is fixed by the firm itself (or by agreement among 
the trade) and customers near the wnrks are really being charged 
more, under a system of free delivery, than more distant 
customers.^ 

^ Sometimes tlie firms in an industry agree to eharge the same price for a 
product plus the cost of delivering it from some centre of production, called 
a **basing-point.” This 5>’5tem was common in the steel industty. A customer 
living far from the basing-point had to pay the fbced price plus the freight- 
charge from the basing-point although in fact the goods were produced in, 
and delivered from, a worhs'quite near to him. 
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In this example, the element of monopoly possessed by the 
brick-worhs arose from the feet that competing brick-works were 
some distance aivay, so that near-by customers could be charged 
more, in effect, than customers nearer to a rival source of supply. 



During recent times there has been a grorving tendency for ^jms 
to create a sommvhat similar situation by “differentiating” their 
products from those produced by. their rivals. A trade-mark or 
the name of the maker is attached to a commodity, and perhaps 
special designs or packings are used. The purpose is to convince 
purchasers (either the general public or other firms) th^ the 
commodity is different from, and in some or all respects better 
than, similar goods made by rival firms. This purpose is often 
promoted by advertising and the use of salesmen. Hence each 
“branded” good has a circle of customers .more or less attached 
to it. A reduction in the price of a similar rival good would not 
draw a^vay all, or most, of this group of customers (any more 
than a reduction in the price "at works” of bricks in a distant 
brick-works would gready affect the local sales of the local 
brick-works). 

The manufacturer of a branded good often considers it good 
business policy to fix its price (both wholesale and retail) ; the 
public becomes accustomed to this price, and the manufacturer 
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fears that to change it in either direction might cause a loss of 
goodtvill. Hence our diagram for the brick-works mayt apply 
equally to such branded goods, except that for them selling-costs 
are mainly , the costs of advertising and salesmen rather than of 
transport. 

• But the question we have not answered, and which cries out 
to be answered, is what determines the level at which the price is fixed? 
Why does a brick-works, or a tooth-paste manufacturer, decide 
on such-and-such a price ? 

The reader may think that this question is answered 
simply. The tooth-paste manufecturer has his own trade-mark. 
He is a monopolist. The ordinary monopoly diagram (Fig. ag) 
applies. He will fix the price which maximizes his profits. 

But the answer is not so simple. A demand curve is drawn on 
the assumption that other prices, including those of close sub- 
stitutes, remain imchanged. In fact, if a firm producing branded 
goods cuts its prices, its rivals may cut theirs, or may increase 
their advertising appropriation. Hence it is unrealistic to draw 
a demand curve for such a firm. What will happen to its sales 
if it cuts (or raises) its" prices will depend on what its rivals do 
and on how “loyal” the customers of each firm remain. 

The true answer, which applies over a great part of manufac- 
turing (and not only to the large and growing field of branded 
goods), is that given by Marshall. The current "code of .trade 
morality” prevents a firm fi'om selling at prices only a little 
above marginal costs. “ Each man fears to spoil his chance of 
getting a better price later on from his own customers; or, if he 
produces for a large and open market, he is more or less in fear 
of incurring the resentment of other producers, should he sell 
needlessly at a price that spoils the common market for all.”* 
The rate of profit on the turnover — ^the percentage “profit 
margin” added to ayerage prime cost in order to arrive at the 
price — varies widely between industries “because it depends on 
the length of time and the amount of work required for the 
turnover.”® For example, a shipbuilder would have to add a 

^ In fact, a firm may decide beforehand bcnv much it will spend in selling- 
costs; in that event they can be considered as part of,its “fixed costs.” Even 
if it is prepared to vary them, marginal selling-costs may not be rising. The 
expianation which ibllows, in the text, covers both these cases. 

® Principles of Economics, 8th edition, p. 374. 

^ Ibid,, p. 615. 
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much higher percentage than a manuiacturer of handkerchiels. 
“As a matter of fact there is in each trade and every branch of 
each trade a more or less definite rate of profits on the turnover 
which is regarded as a ‘fair’ or normal rate.”^ This is deter- 
mined, assuming no great change in conditions, by the traditions 
of the trade. “Such traditions are the outcome of much exs 
perience tending to show that, if that rate is charged, a proper 
allowance tvill be made for all the costs (supplementary as ■well 
^ pr ime) incurred for that particular purpose, and in addition 
tK^ormal rate of profits per annum in that class of business will 
be afforded. If they charge a price which gives much less than 
this rate of profit on the turnover they can hardly prosper; and 
if they charge much more they are in danger of losing their 
custom, since others can afford to imdersell them.”* 

We can supplement this by extracts from the valuable mono- 
graph on “Price Behaviour and Business Policy” (1941) tvritten 
.for the Temporary National Economic Committee of the United 
States Senate. "A materially larger sector of the price universe 
must be classed as insensitive to-day than tvas true in the earlier 
years of the twentieth century” (p. 19), “Business men . . . 
usually favour price stability” (p. xx). “Such stability may be 
achieved by ■various forms of agreement or understanding within 
industries” (p. g). “The multiplication and accentuation of 
differences between rival products” has diverted competition 
from price channels (p. ro) towards “quality, performance, and 
style, supplemented by the use of trade-marks, brands, and 
•advertising” (p. xxi). The result is that the prices of many 
products have been made “relatively stable.” , 

The picture we now have, for a large part of manufacturing, 
is something like this. Marginal costs are. not falling. They are, 
let us say, constant and equal to average vtuiable costs. There 
is no monopoly in the ordinary sense of the term: new firms are 
quite firee to enter the industry. But so long as conditions — the 
“methods of the trade” — do not change much, prices tvill be 
relatively stable. They will be more or less fixed by custom and 
tradition, perhaps supported by more direct agreements between 
the various firms in the industry. They ■will be fixed so that they 
cover fixed costs and yield a “normal” rate of return on the 
capital and efforts of the entrepreneur. Suppose that, owing 
^ Principles of Economics, 8th edition, p. 617. * Ibid, 
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perhaps to an increase in demand, they yield more. New firms 
can and will enter the industry until free capital and business 
ability can earn no more in that industry than elsewhere. 

But this is not the whole story. The profit-margin — Marshall’s 
“rate of profit on turnover” — ^may be high or low, within wide 
iimits, and yet yield the “normal” rate of return on capital, and 
no more. Which profit-margin does yield this “normal” rate ol 
return, depends on the amount of “excess capacity” in the 
industry. For example, a high profit-margin may have attracted 
a number of firms into the industry without any of them risEmg 
a price-war by cutting the prevailing prices. The result will be 
a good deal of “excess capacity,” so that the rate earned on the 
capital (used and idle together) is only the “normal” rate. 

As one vmter^ puts it: “The prevalent condition of industry 
is neither one of pure competition nor of outright monopoly; 
it is one where excessive profits tend to get eliminated through 
competition but not one where this competition takes the 
orthodox form of compelling producers to reduce their profit 
margins; rather, selling costs and overhead costs tend to get 
swollen so as to absorb excessive profits.” 


. 6. PUBLIC UTILITIES 

Public utilities cover an important part of economic activity. 
They include undertakings providing water, electricity, gas, 
telephone service, and rail transport. They require a relatively 
large amount of plant and equipment, so that their fixed eosts 
are usually greater, and sometimes much greater, than then- 
variable costs. 

Such an undertaking is often worked below fiill capacity. 
One reason for this is that if the service is to be provided at all 
for a particular district, fixed capital must be provided capable 
of supplying more than the existing demand. For example, it 
may be worth while to build a railway line between two points 
although only a few trains a day are expected to be required. 
Yet, once the permanent way is there, it could probably cope 
with considerably more trains. Again, it may be cheaper to 
produce a given output — of, say, electricity — firom a large plant 
working below capacity than from a smaller plant. 

^ N. Kaldor, in an unpublished memorandum. 
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Another reason for excess capacity in public utilities is that 
demand fluctuates over time. Unless the product can be stored 
(astvithgas) a plant large enough to cater for the “peak” demand 
must have excess capacity when the demand is belotv this level. 

Once the plant and equipment have been set up, it may be 
possible by means of advertising and other propaganda to raiso 
the demand during relatively slack periods up towards the peak 
level and to reduce the peak level if that strains the capacity 
of the plant and raises marginal costs sharply. The method of 
charging may help to achieve this aim. Thus railways may 
charge cheap fares during the intervals behveen the rush hours, 
and telephone calls may be cheaper at night. If a peak occurs 
■for electricity at certain hours a much higher rate per unit could 
be charged for current consumed during those periods.*^ 

Variable costs are tmlikely to be rising if the plant and equip- 
ment are worked below full capacity. Hence a price per unit 
equal to marginal cost would fail to cover the fixed costs; in 
other words it tvould cover only a part, perhaps well below half, 
of the total costs of the undertateg. What should be done? 
One course would be to charge a price per unit equal to average 
total cost. This wo'uld usually be much higher than marginal 
cost. But it is in the social interest that the potential demand 
should be met of consumers who are prepared to pay prices Ihr 
extra units which cover the extra cost of supplying those units. 

A possible solution is the two-part tariff. In Great Britain 
this now applies to electricity and telephone service and is 
employed by a growing number of gas undertakings. The con- 
sumer has to pay two charges. The first is a fixed charge, usually 
per quarter, such as the "rerital” charged for a telephone. *This 
ch^e does not vary with his consumption. It must be paid 
whether he consumes much, little, or none of the service in 
question. All the fixed charges, taken together, would about 
cover the fixed costs of the undertaking. The second is a charge 
per unit of service consumed. This covers marginal costs. 

This method of charging, where practicable, seems to be the 
best fiom a social standpoint. For water, the variable charge is 
often nil. The marginal cost of supplying water, once all’ the 
fixed capital, including pipes, is installed, may be quite low, and 

^ On this whole subject see "The Two-Part Tariff,” by W. Arthur I,ewis, 
in Ecommicat August, 1941. ■: 
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it may be thought desirable in the interest of hygiene to encourage 
people to use water freely.* 

A public utility supplies services to a particular area by means 
of rails or cables or pipes or tvires. The large amount of its 
“fixed capital” is specialized to that piurpose. This tends to 
•make public utilities local monopolies. 

Moreover, their products are often difficult to transfer between 
consumers or users. This makes discriminatory charging possible. 
Thus an electricity company could charge the same consumer 
much more per unit for current used for lighting than-fiff 
current used for heating or power. (The demand for electricitj' 
for the latter uses is much more elastic, otving to the possibility 
of using coal as a substitute.) The two-part tariff does away 
with this type of discrimination, but it is still possible to charge 
one consumer more than another for the same service. And it is 
difiicult for railway’s to use a hvo-part tariff. Hence railways 
often charge more per ton-mile for valuable goods than for 
heavy goods such as coal or ore. (The demand for tranqtort 
for the latter is more elastic because transport costs form a 
higher percentage of their value.) 

' These two features, taken together, distinguish public utilities 
from, for example, bus companies or shipping companies or 
collieries. They are the chief grounds on which the State, 
including local authorities, either otvns and operates or closely 
controls public utilities. 

The State often regulates their charges. Hiis at- once raises' 
the question of how much profit they should be allowed to earn. 
In the United States, this has given rise to much controveisy, 
for i^harges were fixed so low as to be “ confiscatory” — depriving 
the Utilities of part of their property — ^they could be declared 
unconstitutional by the Courts. Does a given scale of charges 
provide sufficient revenue to yield a fair return upon the capital? ' 
The most difiicult and important of the various points involved 
is how to decide what is a "fair value” for the capital. 

The best way to value the capital of a “going concern” is to 
capitalize the' whole future stream of its expected net earnings. 

^ In de same way, the increased use of a bridge may increase costs by very 
little. It may therefore be tvise to pay for the bridge out of taxation (leried 
partly on the owners of neighbouring land whose vmue is raised by the con- 
strucdon of the bridge) and to permit people to use it finely instead ofpajing 
a toll. 
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This is difficult enough. To what extent is the demand for that 
type of product likely to rise, or to fall, in the future? Will 
new substitutes be discovered?- Will the cost of producing 
existing substitutes be reduced ? If the fcm meets a local demand, 
what is likely to happen to the numbers and wealth and tastes 
of the local population? Is technical progress likely to make the* 
existing plant and equipment of the firm obsolete? If so, when? 
Is the eost Of making rene\vals, repairs, and replacements, likely 
to rise or to fall ? These and similar questions must be answered 
fiiture net earnings can be estimated; 'and then the 
appropriate rate of interest, at which to capitalize, must be 
decided on. 

But the difficidty of valuing the capital is far greater with a 
public utility. For its fiiture earnings will depend on the charges 
which the State allows it to make, so that they cannot form the 
basis of valuation for the very purpose of fixing these charges. 

Nor can the total value of its shares on the Stock Exchange; 
for this, too, tvill reflect expected future earnings. Hence regu- 
latory bodies in the United States have been forced to take the 
cost of the plant and equipment as the basis. At once the 
quesdon arises of whether the original cost or the replacement 
cost should be taken. The two may differ widely. Present prices 
of sircar plant and equipment may be much higher or mjich 
lower than when the existing plant and equipment were bought 
and installed. And there are other complications. For example, 
it may be urged that the existing plant is nearly obsolete, 
although by no means worn out, and should soon be replaced 
by a more modern type. “The fact that the Intersfate Commerce 
Commission spent years of time and millions of dollars attempting 
to value the railroads, and still did not arrive at a valuation 
which could be fully sustained in the courts, is evidence of the 
difficulties involved.’’^ 

We shall not attempt to solve these problems. But one point 
should be made. In economic matters, bygones are bygones. 
The economic problem is to make the best use of existing 
resources, whatever their origin or original cost. It may happen 
that technical progress in other" directions reduces the caming- 
power of the assets of, say, a railway or gas company. There is 

^ A. L. Meyeis: ElemaUs qf Modem Economics, p: a6a. This book is very 
good, especially on impeifeet competition. 
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no reason why the State should impose i-estrictions on road 
transport or electricity for the benefit of the shareholders in the 
railway or gas company. They took their risks; pro^’ided thev 
are not penalized relatively to their rivals by State regulation 
they have no real groimds for complaint if their earnings are less 
•than they had hoped. 


7. MIDDLEMEN 

The middleman is often an unpopular figure. The producer 
suspects him of getting too much for whatever work he 
The consumer, when he realizes that coal costs hiTn about tuicc 
as much per ton as the coUiery gets or that fiuit costs him perhaps 
three times as much as the grower gets, tends to think he would 
get things much more cheaply if middlemen were eliminated. 

Sometimes these beliefi are not udthout fotmdation. Some 
aspects of retail distribution, which we discuss in the following 
section, are often condemned as wasteful. A transport under- 
taking in a monopoly position may charge unduly high rates. 
In some branches of trade the wholesalers may form a “ring” 
and charge too much for their services. 

Nevertheless as a rule middlemen perform useful functions. 
If they did not, they would not survive. Producers would cut 
them out by selling directly to shops or to the public, p^haps 
joining together (as groups of farmers haw done in several 
countries) to form co-operative associations for this purpose. 

One fimction of the middleman is to save producers and con- 
sumers time and trouble by bringing them together. Another 
mag be to gra^e commodities. .Ihis enables consumers better to 
satisfy their respective tastes, and producers to get higher prices. 
It can usually be done more cheaply on a large scale. Alter- 
natively many difierent qualities — ^for example of tea or tobacco 
— may be blended by the middlemen in order to get some 
particularly choice combinations. Another function may be to 
hold stocks, and to run the risk that they may be stolen or burned 
or damaged (for example, eaten by mice or weevils) ; or may fell 
in price. If retailers can quickly replenish their stocks fiom the 
wholesaler, both they and the manufacturers can hold smaller 
stocks. In all these functions the middleman is a specialist.^ 

Let us consider what a manufacturer would have to do in 
order to cut out wholesalers and to sell direct to retailers. First, 
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he would have to get to know the retailers, to discover the 
particular requirements and credit standing of each. Ne.xt, he 
would have to engage salesmen to call on the retailers at intervals 
to show samples of his goods and to take orders. ■ The wholesaler 
usually does this. But he sells the goods of a number of different 
manufacturers, so that fewer salesmen are required than if each * 
mantifacturer employed his otvn. Further, the retailer may 
prefer this system. An ironmonger, for example, sells a great 
variety of different articles. He does not want to waste his time 
inTRiervietving a stream of salesmen from each different manu- 
facturer of each article. He would rather deal with a wholesaler 
who can sell him an assortment of different things, produced by 
different firms, at the same time. Again, a mantifacturer in, say, 
Birmingham, may make goods bought by, say, aoo retailers in 
London. If he dealt with them direct he would have to send 
200 separate parcels. Transport and packing costs will be less 
if he sends one large parcel to a wholesaler. And the economy 
does not end there. True, the wholesaler breaks this large parcel 
up sooner or later into aoo small ones. But he gets ako other 
large parcels of other goods fium other manufacturers, so that 
he can still send a relatively large parcel to each retailer. This 
saving in transport costs is perhaps the main reason why goods 
may pass through several hands. On the surface it seems 
wasteful but it may be really the cheapest method. 

Hence a manufacturer is unlikely to gain by selling direct to 
retailers unless his output is very large, so that his salesmen can be 
fully occupied; and unless his products are branded goods, which 
do not need gradit^ or blending, and arc (unlike coal) of a high 
value per ton, so that transport costs are relatively unimportant. 

We may add that some manufecturers have their own shops 
or special retail agents as a kind of advertisement. They hope 
to create a belief that their products are “exclusive,” and of 
special quality, by making them available only fi-om their own 
shops or special agents. Or they may suspect that retailers, 
selling rival goods also, do not “push” their products enough. 
Hence they may sell direct although this raises selling costs for 
any given volume of sales. 

It is interesting ter recall that in 1930 Soviet Russia decided 
to abolish her wholesaling institutions. The factories began 
selling direct to the retail co-operatives. But it proved very 
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expensive for each factory to maintain contact with all its 
retailers, and for goods to be handled in such small lots. Within 
ttvo years wholesale institutions were back again and were 
recognized to be performing a useful socialist functioni 

Our conclusion is that in general middlemen perform useful 
* functions and that the length of “the chain of distribution” often 
keeps down, rather than raises, prices to the consumer! 


8. RETAIL TRADE 

In Great Britain, just before the war, over two million persons 
were engaged in retailing. The total number of shops was around 
three quarters of a million — ^about one shop per sixty persons. 
On the average, there were nearly two assistants (excluding 
roundsmen and errand boys) per shop, but of course there were 
big variations. A department store, with a turnover of half-a- 
million or even a million pounds a year, employed a good many; 
niost small “general” shops employed none. 

The numbers of shops vari^ according to the commodities 
sold from some lOO thousand grocery-and-provision shops and 
some 75 thousand clothing shops to little more than 10 thousand 
chemists shops. 

The total value of retail sales tvas betiveen £z,ooo million and 
£ 3,000 million a year. Perhaps a quarter of this, at least, 
represented the sales of department stores, multiple shops, and 
co-operative societies. It tvas these shops, rather than the more 
numerous private shops, which did most to keep down prices 
and to introduce new lines. They were strong enough to follow 
their otvn policy. Many of the smaller shops had to sell mainly 
branded and nationally-advertised goods, at prices fixed by the 
manufacturers. 

The “retail mark-up,” or profit-margin, t'aried for different 
goods according to the length of time an average article remained 
in stock and according to the risk that stock would deteriorate 
either physically or in appeal to customers. Thus in the United 
States (which took a Census of Distribution in 1930) the average 
ratio of retailing costs to retail prices was around 17 per cent in 
the grocery trade, where turnover is rapid, as against 35 per 
cent for jewellery, where the rate of turnover is very slow 
although the average value of an 'article is high. Por fiuit. 
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where the rate of turnover is as rapid as for groceries it was 
25 per cent, owing to the risk that fruit svould become spoilt. 
For women’s millinery it was nearly 44 per cent. 

' Some shops, notably the big department and “cffain” stores, 
sell more than one class of goods. Let us take a department 
store for illustration. This is clearly a many-product firm. Its. 
problem is to maximize its maintainable net revenue. It could 
increase its sales in one period, by having a “sale,” at the 
expense of its sales in the succeeding period. It has to remember 
thst^ome goods which it sells are' complementary, e.g. bedding 
and mattr^ses, so that for example a 10 per cent cut on bolA 
may give it better results than a QO per cent cut on one alone. 
It must also remember that many of its goods are competitive 
with one another. Suppose it deals mainly with regular cus- 
tomers who spend a large part of their money with ifc It may cut 
prices in one department and in consequence that department 
may greatly increase its receipts. ,But this may mean that 
receipts fall off in other departments. Thus women may spend 
more on gloves and stockings, if they are made cheaper and 
more attractive, but may cut dotvn on food or other things. 
We have mentioned that a department — ^for example a restaur- 
ant or a library — ^may be run at a loss in order to attract cus- 
tomers to the store. There is also the device of prominently 
displaying some well-knotvn good at less than the ruling price. 
The hope is that customers rvill come in and buy other things 
as well. Such -a good is called a “loss leader.” This practice is 
more widespread in 'America than here. 

Some shops, especially during recent years, have been giving 
all sorts of extra facilities and service: delivery, credit accounts, 
rest-rooms, and so forth. But the customer who wants to buy 
cheaply usually can do so from “cash and carry” shops. 

An important problem is that of resale price maintenance. This 
applies, of course, to branded goods, which are usually nationally 
advertised: for example, cigarettes, patent medicines, and toilet 
preparations. The manufacturer, one would think, should 
welcome “cut prices.” He makes bigger sales and he gets the 
same price per unit (from the wholesaler). The customers get 
the goods fresher. The shops which “cut” have a bigger turnover 
and less idle capacity. 

But the other shops object. In a provincial town all the 
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tobacconists, for example, might get together if a shop sold 
certain cigarettes at cut-prices, and might threaten the manu- 
facturers that they tvould not buy unless steps were taken to cut 
off supplies to the cut-price shop. As a rule, the manufacturers 
fell into line. The Committee on Restraint of Trade (1931) 
•accepted the argument that if a manufacturer “advertised a 
particular brand at a given price and if retailers, for purposes 
of thfir own, sold it temporarily at lower prices, the effect on 
the public would be such as to destroy the reputation of the 
brand.” In the United States, the enforcement of miniBisih 
resale prices has been made possible by legislation. The Tem- 
porary National Economic Committee (1941) is strongly 
opposed to such legislation. 

This leads us to the central problem of retailing — imperfect 
competition and excess capacity. It is easy to set up a new 
shop; Premises can be rented; stock can be bought on credit. 
The capital required has .not to be tied up in durable and 
specific plant; it consists mainly of stock-in-trade which, at the 
•worst, can usually be disposed of udthout great loss. The con- 
sequence, it is often urged, is too many shops. Certainly many 
shops have excess capacity — far more customers could be served 
by the same staff. 

Hor more shops do not mean lower prices. An increase in tlie 
supply of retailing capacity is unlikely to reduce profit-margins; 
it may even raise them. Competition is imperfect. "A retail 
dealer,” says Marshall,^ “when once he has established a good 
connection has always had a partial and limited local monopoly.” 
As ^ rule, a shop has its own circle of customers, who remain 
fairly “loyal” to it. It may be conveniently situated for them; 
it may grant them credit; it may be a centre for local gossip. 
They may rply on its reputation for goods whose technical 
qualities, such as durability, they must take on trust. They may 
take the risk of being charged more than they would have to 
pay at some other shop, in order to save themselves the time 
and trouble of seeking out the best bargains. This tendency is 
clearly strengthened by the growing extent to which goods are 
“branded” and sold everywhere at prices fixed and maintained 
by the manufacturers. 

' Article on “Ret^I Prices,” published in Memorials of Alfred Marshall, 
P- 353- 



THE THEORY OF COSTS 263 

The considerations which, as a rule, prevent new shops from 
cutting prices may be shown by a hypothetical example. Sup- 
pose that there is a small grocery-and-provision shop at .each 
end of a long street, and that a man starts a similar shop in the 
middle of the street. He can count on some customeis from 
people who live nearer to him than to his rivals. Will it pay. 
him to cut bis prices? On some lines he cannot do this tvithout 
soon being deprived of further supplies by the manufactoers. 
If he cuts prices on other lines, most of® the customers of the 
(Jiiter rivo shops will remain “loyal” to them; he will attract 
away only some of them. Moreover, he will risk forcing the 
other shops to follow suit and to cut their prices also; if this 
happens, all three will be in a worse position than if he had 
followed a policy of “live and let live.” Hence he ivill be very 
likely to accept current prices and profit-margins. The con- 
sequence, therefore, of his entry into the trade tvill be more 
“excess capacity.” Three shops tvill now be sharing the work 
formerly done by rivo. 


9. THE SOCIAL CONSEQUENCES OF IMPERFECT 
COMPETITION 

- Our survey has shown that over most fields of economic 
activity competition is by no means perfect. In addition to 
restriction schemes and monopolies in the popular sense, formal 
or informal understandings to preserve profit-margins and to 
refrain from price-competition are very common, especially in 
manufacturing and retail trade. We must supplement ^ur 
remarks on the economic effects of monopoly^ by some discussion 
of how far the consequences of such understandings are un- 
desirable, from' the standpoint of the community as a whole. 
We shall also consider briefly what lines public policy might 
follow' in dealing with these problems. 

"fecess capacity” is sometimes inevitable; and it often 
carries tvith it advantages which partly offret, and sometimes 
more than ofiset, the waste of resources which it seems to involve. 
Let trs take some illustrations. 

We have already pointed out that a plant worked below 
1 Chapter XV, section 6. 
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capacity may yet produce that output at a smaller total cost 
than a smaller plant working at full capadty. This arises fixjm 
“indivisibility.” For one reason or another, the larger plant 
is more efficient; the next “size” which it is practicable to build 
does not yield the same "economies of scale.” 

• A liner often makes a journey with fewer passengers or less 
cargo than it could conveniently carry. But potential passengers 
and sappers know in advance exactly when it tvill sail, and can 
make their plans.accordingly. 

The need to use certain tilings may occur only during certesn 
times or seasons. It is not wastefiil to have street lamps which 
are lit only at night or harvesting machinery which is idle most 
of the year. Some things are not used continuously but it is 
very convenient to have them available Whenever they happen 
to be required. This applies to various things in the home, such 
as baths and sewing-machines and household utensils. In the 
same way, a firm may find it convenient to keep various things 
available. Some of ffiem may be used comparatively seldom 
but when they are needed they may be needed urgently. 

~ This concept of availability applies also to shop-assistants 
who are not ' fiiUy employed all the time. A customer appre- 
ciates being served at once, and served courteously and ivell, 
instead of having to wait in a queue and then being served in 
a hurry. 

The resources used in adverdsing similar but competing 
products appear to be wasted. In some fields, svidely-advertised 
goods arc considerably dearer than identical substances sold 
uni^r non-proprietary names. For example, Bayer Aspirin, sold 
to retailers at 75 cents an ounce ivas, according to the mono- 
graph oh “Price Behaviour and Business Policy,” identical ivdth 
acetylsalicylic acid, costing 13 cents an ounce. But a consumer 
often derives extra satisfaction from oivning or consuming a 
widely-advertised product, although a cheaper product might 
be chemically identical or might give an' equally good “per- 
formance.” And newspapers and magazines often derive most 
of their revenue from advertisements and are therefore sold 
more cheaply to readers, who presumably like looking at the 
advertisements. 

■The waste in milk distribution, with several roundsmen to a 
street, is often criticized. But a consumer can choose the da^ 
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she likes — ^for milk is not homogeneous; and the time she likes 
for it to be delivered; and possibly the roimdsman she likes. 

And so we might go on. Imperfect competition does usually 
mean some waste of resources. That is the central fact. In war- 
time, as we point out in the final chapter of this book, labour 
and other resources are urgently needed for the war effort and* 
should not be used wastelully or below capacity. But in peace- 
time consumers may value the convenience and the greater 
freedom of choic(^ offered to them by “wasteful” methods. 

'"What should the State do about all this, in time of peace? 
This, clearly, is a very controversial question. The remarks 
wliich follow are merely my otvn opinions. 

The most important thing is that the gate should be kept wide 
open for new entrants, new methods, new ideas; no special fines 
or taxes should be imposed upon them. The State may be tempted 
to restrict or penalize them in the name of “planning” or 
“rationalization” or “co-ordination” or “orderly marketing.” 
It may believe that such restrictions or penalties would prevent 
an industry from becoming “over-saturated,” that they would 
keep dotvn “excess capacity” and waste. In fact, they would 
destroy the most powerful check on monopoly power — ^freedom 
of entry. They would prevent the fuller and more efficient 
satisfaction of consumers’ u'ants; they would delay the rjse of 
new and better methods; they would hold back the application 
of improved techniques. 

Profit-margins are sometimes reduced. “These rates,” says 
Marshall,, "are always changing in consequence of changes in 
the methods of trade; which are generally begun by indivicJiials 
who desire to do a larger trade at a lower rate of profit on the 
turnover than has been customary, but at a larger rate of profit 
per anniun on their capital.”^ Mr. Henry Ford comes along 
and revolutionizes the methods of producing motor-cars. He 
rrtakes himself a millionaire by charging a relatively small profit- 
margin on each car and selling enormorrs numbers at relatively 
low prices — made possible by mass-production coupled trfth a 
very elastic demand. The changes in “methods of trade are 
seldom as spectacular as his. But the man who operrs a cafetaria, 
the road-haulier who charges low rates for return loads, the taxr- 
driver who collects five passengers all going to the same football 
r Principles 0/ Eammics, p. 617. 
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match, the author who fixes a low price for his textbooh, are all, 
each in his humble way, doing the same Hnd of thing. The 
State should not limi t entry or restrict output or fix nunimum 
prices; nor should it give the sanction and support of law to 
such practices when they are carried out by a trade association. 
'Custom and tradition may fijr a time maintain profit-margins 
and prices, but at least the gate can be kept open for newcomers, 
and for irmovations, in every field of economic activity. 

The State could do some things to lessen the extent or im- 
portance of “differentiation.” For example, it could pcrHfit 
anybody to use any patent on paying an appropriate royalty to 
the owner. It need not give excessive legal protection to trade- 
marks and proprietary designs or brands. It need not penalize 
advertising — ^how else can irmovations and new opportunities 
and price-reductions be brought to the notice of a wide public? 
— but it can make false and misleading statements by advertisers 
a l^al offence. It can require the ingredients of such things as 
patent medicines to be plainly stated on the package or bottle. 
It may set up a Researri Council, for the benefit of consumers, 
to make an impartial . appraisal of the nature and merits of 
various proprietary articles. 

Despite imperfect competition, the economic system does not 
work.so very badly. In manufacturing industry in Great Britain 
there was an increase in average production per man-hour of 
28 per cent between 1907 and 1924 and 32 per cent between 
1924 and 1936. Similar progress, although not everywhere so 
marked, occurred in other fields of activity. There tyas a con- 
siderable rise in the general standard of living. The same trend 
will continue after the present war, or rather after the necessary 
post-war period of reconstruction, provided that the State can 
cope with the problem of imemployment and, instead of actively 
fostering and supporting restrictionist practices, keeps the road 
clear for enterprise and initiative. 



CHAPTER XVII 

WAGES 

I. INTRODUCTION 

The present chapter is a long one, so that it may be helpiul to 
b'Sgm by stating the order in which different topics are treated. 

The following section discusses the reasons why one worker 
may earn more than another who is doing exactly the same Idnd 
of work. It deals, that is, with differences in earnings within an 
occupation. 

But differences in wage-rates within an occupation are much 
less significant than differences between occupations. This is the 
topic to which most of the chapter is devoted. After a note on 
independent workers, in section 3, we turn to the demand for 
labour in some given occupation. Here we simplify by supposing 
that all the workers in that occupation are of about equal 
efficiency and receive the same rate of pay, which we take to be 
a time-rate of so much per week. (As the reasons, such as 
differences in efficiency, for differences in pay tvithin an occupa- 
tion are discussed in secdon a, we abstract fixim them in order to 
concentrate upon the more important quesdon of why the pre- 
vailing rate in one occupadon is different from that in another.) 
Secdon 4 makes two further assumpdons. It assumes compeddon 
between firms .both m selling their products and in biddins for 
their labour; and it asstunes that methods of produedon can 
readily be changed. It is shown that, on these assumpdons, the 
wages of any type of labour ^vill tend to equal the value of its 
marginal product. ' 

Section 5 considers how the situation is changed if a single 
firm or combine has a monopoly (a) in selling its products, and 
{b) in purchadng a particular type of labour. Secdon 6 considers 
how the situation is changed if labour must be combined in fixed 
proportions with some other factor, so that methods of production 
cannot be freely varied. 

. Given tire supply of labour in an occupation, its price, or wage, 
will depend upon the demand for it. Conversely, given the 
267 
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demand, the wage will depend upon the supply of that type of 
labour seeking employment. Section 7 discusses the influences 
determining the supply of labour in different occupations. 
Section 8 is a note on the earnings of women. 

Up to this point we have supposed that the price of labour is 
^uite firee to vary. Section 9 discusses the consequences of a 
minimum wage, for a given occupation, which is fixed by law or 
maintained by a trade union. It also contains a note upon the 
difficulty of raising real w'ages all round by legislation. Section 
10 considers under what conditions a trade union can raise-lh'e 
wages of its members. The chapter concludes svith a note on 
unemployment. 


2. DIFFERENCES IN EARNINGS WITHIN AN 
OCCUPATION 

It will be remembered that there arc many different kinds of 
labour. An “occupation,” in the ordinary' sense of the term, may 
include several distinct kinds or grades of labour. Obviously 
there are considerable differences in the kind of work done by, 
say, a brain specialist and a general practitioner, or by a master 
at a public school and a master at an elementary school, or by 
the captain of a large liner and the captain of a small tramp. 
Less obviously, a cotton operative tending mule spindles is doing 
a different job from one tending ring-frame spindles, and a 
waiter in an expensive restaurant is performing a somewhat 
different task from a waiter in a cheap eating-house. We there- 
fore,.deflne “occupation” by saying tliat all the workers in any 
particular “occupation” are pcrlbrming exactly the same kind 
of work. This sense of the term is narrower than the popular 
one, but it confonns to actual practice, for different occupations, 
in our sense, tend to receive different rates of pay. 

During any given week some workcre may earn more tlian 
others in the same occupation because they have a longer normal 
working week, or because they are working overtime, or because 
the others are on short-time. Apart from this, one tvorker may 
earn more than another, in the same time, because he is more 
efficient or more energetic. If piece-rates are paid, he tvill of 
course receive more money than the other. For example, if 
each is hewing coal at so much per ton and one has a bigger 
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output than the other, he will earn correspondingly more. But 
in most occupations ■\vorkers are paid time-rates: so much per 
hour or per week or per month. For in some occupations it is 
difficult' to measure the amount of work performed by any 
individual; in others it is difficult to test the quality of the work 
done, and payment by quantitative results might lead to bad 
workmanship; and in others the workers object to this method 
of payment. Under time-rates some workers may do more work 
than others and yet receive only the same pay. It would cause 
discontent if employers paid more to those whom they believed 
(without any objective test) to be more efficient. Moreover, 
employers save time and trouble by paying a common rate to all 
workers of a given grade instead of making a separate bargain 
with each individual; in practice, standard time-rates are often 
fixed for dififerent occupations by collective bargaining between 
employers and trade unions. In some occupations, however, it 
is not unUsual for employers to use the olycctive test of seniority, 
paying more to workers who have been with them longer, 
although in fact they may not be more efficient. 

Workers in one district may earn more, per hour, than similar 
workers in another district. It may be that such differences in 
money wages merely equalize “real” wages, the lower money 
earnings being offiet by a lower cost of living. This partly 
explains why wage-rates in country districts are often lower 
than wage-rates for similar work in cities : house rents, in partic- 
ular, are higher in the cities. DiSerences in real wages between 
districts are due to those obstacles to mobility, discussed in 
Chapter XIV, which hinder workers from moving to peaces 
where they can earn more. 

Apart fiom differences in the amount of work done, and in 
location, differences in eaniings within an occupation must be 
due mainly to ignorance. If one employer pays more than 
another, in the same place, for workers of equal effidency, it 
would pay him to dismiss his own workers and engage those 
employed by his rival, at some intermediate rate of pay, and it 
would’be to their advantage to move to him; in this w’ay rates 
would tend to be equalized. Members of one occupation may be 
employed in severffi different industries, but there is no reason 
why employers in a prosperous industry should pay more than 
those in a depressed industry for exactly the same type of work. 
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The main purpose of this chapter is to consider why the wage- 
rate in any occupation is what it is, and why tvage-rates are 
higher in some occupations than in others. We shall therefore 
abstract from differences in the rate of pay betiveen woriers in 
the same occupation and assume that a uniform time-rate 
prevails for any given type of labour. 


3. INDEPENDENT WORKERS 

A wage may be defined as a sum of money paid under contract 
by an employer to a worker in exchange for services rendered. 
There is no need for tis to attempt to distinguish between wages 
and salaries. But the earnings of “independent” workers demand 
some consideration. 

An independent worker is one who works on his own account 
and not for an employer. Whether he is a former or a doctor, 
a writer or a hawker, he is an entrepreneur. We have already 
argued^ that the earnings (excluding the return on his capital) 
of an. entrepreneur tend to belittle more than those of a salaried 
manager or other paid worker performing the same amount and 
kind of work for an employer. Hence our explanation of “ wages ’* 
in a given occupation will explain also the earnings ofindependent 
workers in that occupation, and we must include the latter 
together with wage-earners when considering the supply of 
labour. 

The earnings of independent workers fluctuate more, over 
time, than those of employees, for the former are selling their 
services or products directly to the market, while the latter are 
selling them to an employer who pays an agreed rate which it 
is troublesome and difficult to alter frequently. Thus the gains 
or losses arising from changes in the prices of products accrue in 
the one case to the workers and in the other to the employer. 

It is an important foct that many agricultural commodities 
are produced ' largely by farmers who work their own farms. 
When the prices of these products foil, many farmers respond by 
maintaining or even increasing their output, hoping that this 
ttdll pay them better than temporarily leaving their land idle 
and seeking a different occupation. Thus the prices of such 
products may fall very heavily. Over the period 1928 to 1932, 

' See pages 173-4. 
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the prices of many agricultural products about halved. The 
incomes of most farmers were greatly reduced, many thousands 
of them receiving less than the wages of an unskilled industrial 
worker. They were their own employers, selling directly to the 
market, and hence they could not escape the consequences of the 
decreased demand for their products, although they remained* 
“fully employed.” In countries, such as France and Germany, 
which on balance were importers of agricultural product;, the 
farmers induced their Governments to give thens some protection 
by-restricting imports. In countries which exported agricultural 
products, such as the United States, the farmers appealed to 
their Governments for subsidies, and a number of Restriction 
Schemes were organized to reduce, output and thus support 
prices. An industry such as coal-mining, in which nearly all the 
workers are wage-earners, offers a striking contrast. A large 
decrease in the demand for 'coal reduces the value-productivity 
of miners’ labour but, in most countries, the miners claim that 
they are entitled to a certain minimum standard of living and 
resist any large cuts in their wages. Hence a number of pits can 
no longer be worked at a profit, and are dosed; the diminution in 
the supply of coal prevents any great &11 in its price; and the 
margi^ value-productivity of coal-mining labour is kept about 
eqtuil to its wage by a considerable reduction in the amount of 
labour employed. Broadly speaking, a marked &11 in the demand 
for, say, wheat, cuts down the incomes of wheat-farmeis, whereas 
a marked fall in the demand for coal causes unemployment 
among coal-miners. The tvages of industrial workers are con- 
siderably more stable than the incomes of farmers, but unemploy-' 
ment is mainly an industrial, rather than an agricultural, 
phenomenon. 


4. THE DEMAND FOR LABOUR; MARGINAL 
PRODUCTIVITy 

The demand for labour, as for other factors of production, is 
a “derived demand.” A consumer buys goods for their own 
sakes; his demand for them is ultimate. But, except in the case 
of personal services, an employer does not want workers for 
their own sakes ; he wants them for the work which they perform, 
as measured, not by the efforts which they exert, but by the 
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contribution winch they mahe to his output and thereby to his 
receipts. Thus his demand for their services is derived firom the 
demand of his customers ibr his products; he is an intermediary, 
buying work in order to sell it “embodied” in his products. 

Workers in a particular occupation may be employed in 
• several different industries. But we shall begin by considering a 
kind of labour which is demanded by entrepreneurs in one 
industry only. The demand for, say, coal-miners is derived 
entirely from tbe demand for coal. The sole reason why an 
entrepreneur employs coal-miners is that ‘they increase^-his 
output of coal, and thereby his receipts. We have already argued 
that he tvill tend to employ additional workers only if they 
increase his output suffiriently to add more to his receipts than 
to his costs. If his output is not large enough to have a perceptible 
influence upon the selling price of his coal, and if the employment 
of additional men adds notiiing mbre than their wages to his 
costs, he tvill tend to increase his labour force up to the point at 
which the addition to liis weekly output arising from the employ- 
ment of another miner would sell for a sum equal to tlie weekly 
wage. For if his labour force were smaller than this, he could 
increase his own income by taking on additional men, whose 
output would sell for more than their wages; and if it were 
greater than this, he could cut down liis costs more than his 
receipts by dismissing some of his workers. The weekly wage of 
a coal-miner would equal the value of the marginal product of 
coal-mining labour, measured in units of “man-w'eeks.” 

The assumption that changes in his labour ibree alter the costs 
'of an entrepreneur only by the addition or reduction made to 
his wage-bill implies that tlie quantity of his other factors — ^plant, 
equipment, and so on — ^is fixed. We know from the Law of 
Diminishing Returns tliat as more labour is combined trith a 
fixed amotmt of otlier factors the marginal productivity of that 
labour, after a point, tvill diminish. 

The curve AB in Fig. 31 represents the marginal productivity 
of labour to an entrepreneur. If wages were paid in coal, he 
would employ OM workers at a tveekly wage of OIF, and so on. 
His weekly output of coal would be represented by the area 
OA W'M, of which 0 WW'M would represent his wage-bill and 
AWfV' tile amount available for other factors (including those 
otvned by himselQ. In fact wages are paid in money and not in 
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coal, but we can still make the curve AB represent his demand 
for labour by rewriting the vertical scale, translating tons of coal 
into their money equivalent. For example, if coal were 15s. a 
ton, each unit on the vertical scale would represent 15s., and his 
demand for labour at a weekly wage-rate of 45s. would be OM, 
of 60s. OJV, and so on. Clearly, a rise in the price of coal would 
increase his demand for labour, at any given wage-rate, and a fall’ 
in the price of coal would diminish it. Thus a rise from 15s. to 



£i per ton would increase his demand for labour, at a wage-rate 
of ,^3 a week, Horn OJV to OM. But the curve AB would remain 
unchanged. 

The total demand for labour is the sum of the demands of all 
the different entrepreneurs. A rise in the price of coal would^end 
to attract entrepreneurs into the industry and a fall would have 
the opposite effect. But at any moment the number of entre- 
preneurs is given, and their combined demand for labour can 
be represented by a curve which adds together, so to speak, the 
abscissae of all the AB curves. For example, suppose that at a 
weekly wage-rate of 6 tons, one entrepreneur would employ five 
thousand workers, another eight hundred, another fifty, and so 
on, and that the sum of all these different demands rvas five 
hundred thousand workers. The curve showing the total demand 
for labour would indicate that at a weekly wage equivalent to 
6 tons, five hundred thousand workers would be demanded. 

ZD— (B.393t 
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The greater the number of workers, at any moment, attached 
^ to the industry, the lower would be the wage-rate — ^in terms of 
coal — at which they could aU find employment. For the greater 
the amount of labour employed, in combination with a fixed 
quantity of other factors, in the industry, the smaller would be 
its marginal product of coal; and the wage-rate would -tend to 
equal this marginal product. 

Thus if wages were paid in coal, a given number of mipets 
would- each receive less coal as payment for a week’s work &an 
if their numbers were fewer. But this is not all. A larger number 
of miners would produce more coal, and this would force ddrvn 
the exchange value of a ton of coal. Not only would each miner 
receive less coal per week; in addition, each ton of coal would 
buy less. How much less would depend, of course, upon the 
market demand schedule for coal.' 

In fact wages are paid in money. Under compedtion each 
entrepreneur regards the price of coal as a market fact which he 
cannot alter, but nevertheless, if the total output of the industry 
increases, the price of coal will fell. Mining labour tends to 
receive the saltu of its marginal product, and an increase in the 
number of miners employed will both reduce their marginal 
product of coal and cause its price per ton to fall, so ^at the 
value of their marginal product will fall by more than the 
rediTcdon in its amount. Suppose, for example, that the marginal 
product of five hundred thousand man-weeks is 6 tons and of 
six hundred thousand only 5-5 tons. An increase in the 
labour force irom five hundred thousand to six himdred thousand 
would clearly increase the total weekly output of coal — it might 
increase it, for example, fiom 4-0 million to 4-6 million tons. 
Given the demand for coal, its price per ton would have to fall in 
order that 4-6 milli on tons, instead of 4-0 milli on, could be sold 
each week. Suppose that it would have to fall fi-om los. 6d. to 
los. per ton. Theii money wages would tend .to fall fiom 63s. 
(6 X los. fid.) to 55s. (5-5 X los.). The marginal product 
would have fallen by one-trvdfth (fiom fi to 5-5), its price per 
unit by one ttventy-first (fiom los. fid. to los.), and the value of 
the marginal product by more than one-eighth (fi-om 63s. to 55s.). 

A particular kind of labour may be demanded by several 
different industries, but this makes no fundamental difference to 
our analysis. If one worker is doing exactly the same kind of 
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work as another, and there are no great hindrances to mobility, 
he will tend to receive the same wage-rate although he is helping 
to produce a different product. Under compeddon the wage- 
rate in such an occupadon will ^d to equ^ the value of the 
marginal product of that kind of labour in every industry h 
which it is engaged; and this will determine how many of thi 
available workers are employed in each of the various industries 
Suppose, for example, that an increased demand for the product 
of one industry causes the marginal product of labour in 'tha 
industry to be worth more than its wage. Entrepreneurs in that 
industry will try to increase their own incomes by engaging more 
workers. But in order to attract more workers of that type from 
other industries they must offer higher wages. This raises the 
wage-rate throughout that occupation. At the higher wage-rate 
some entrepreneurs in other industries can no longer afford to 
_cmploy as much of that labour as before. By dismissing some of 
their workers they raise the marginal productivity of those who re- 
nutin imtil thevalue of their marginal product equals the increased 
wage. Uie dismissed workers will tend to find employment in 
the industry whose demand for that type of labour has increased. 

It is sometimes urged that the “marginal productivity” 
explanation of the demand for labour does not apply to the real 
world, because many employers do not know by how much an 
additional worker (or ten, or a hundred, additional workets) 
would increase the total output. There is little ground for this 
objection. If the manager of a firm, or of a department, is at 
all efficient, he will always bear in nund the possibility of using 
more labour of one type or less of another, and from time to 
time he will experiment in this way and watch the results.«A 
large firm often finds it worth while to keep cost accounts by 
which it can judge the effect upon output of Employing more or 
less of a given factor. In the short run, wage-rates and marginal 
productivity may diverge a little. An employer confionted with 
a fall, which he hopes is only temporary, in the demand for his 
products, may retain all his workers at existing wage-rates in 
order to keep them together and to promote good feeling; and a 
rise in product-prices may not be followed immediately by a rise 
in wages. But entrepreneurs who do not make a serious effort to 
- equate the marginal cost of any foctor with marginal receipts 
will sooner or later be driven out of business by those who do. 
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Our analysis, however, applies only to entrepreneurs producing 
for the market. Modem States are large employers of labour, 
and within limits they can pay wages as high as they please 
without going bankrupt. Yet there is a connection between the 
wage paid by the State for a given type of labour and the maiginal 
productivity of that labour in private industry, for the State must 
pay a wage high enough to attract as many workers of that type 
as it requires. If it pays substantially more than they could earn 
elsewhere, there will be keen competition to get into State 
employment and the tendency will be for more efficient workers to 
succeed. In practice, however, some jobs (especially appointments 
to higher-paid posts not made through competitive examination) 
may be secured by patronage and influence rather than on merit. 

It will be remembered that in this section we have assumed 
that competition^ prevails and that methods of production can 
readily be varied. We must now consider how far our conclusions 
are modified if these assumptions do not hold good. 


S. THE DEMAND FOR LABOUR; MONOPOLY 

In our previous discussion we supposed each entrepreneur to 
produce so small a proportion of the total supply of coal that 
variations in his output would not perceptibly ^ect its price 
pfr ton. If the whole output were under the control of a mono- 
polist, who tried to maximize his profits, he would take account 
of the fact that an increase in his output would reduce the price 
he received for every ton produced. If he svere to employ, say, 
an extra thousand men, this would increase the output of coal, 
bring down its price per ton, and thereby add less to his receipts 
than the market value of the additional output. Hence the 
general rule that an entrepreneur tvill engage additional men 
only if the resulting increase in his wage-bill is less than the 
resulting increase in his revenue means that a monopolist would 
lose by paying his workers the full value of their marginal 
product. To put the same point in another way, at any given 
wage-rate an industry would employ more workers if it consisted 
of competing firms than if it tvere under a monopolist. In the 
former case the labour force would be increased up to the point 

' Wc use " competition ” to mean ** perfect competition ” as contrasted 
with imperfect competition, which tve call “ monopoly." 



WAGES 


Z77 


at which the value of its marginal product equalled its wage. In 
the latter case it would be increased only up to the point at which 
the additional revenue due to the extra output (that is, the re- 
ceipts from the sale of the extra output less the consequent 
reduction in the receipts from the ■'‘old” output) equalled the 
addition to the wage-bill. 

We turn to “monopsony” — ^that is, monopoly in the purchase 
of labour (or' other factors). This is much less common than 
monopoly in the sale of commodities. It is seldom that a firih or 
combine is the sole or main buyer of a particular kind of labour. 
When it is, it can of course offer as low a wage as it pleases, but 
if it pays a wage substantially below that prevailing in compar- 
able occupations, it is very likely that, as time goes on, workers 
will leave it to enter such other occupations and it ■will not be 
able to get aU the labour it wants. In general, the larger the 
number of workers it requires, the higher will be the wage which 
it must offer in order to obtain them. Hence it will take account 
of the feet that if it increases its labour force it will have to pay 
more not only to the additional workers but also to those it 
already employs — ^for it is rarely possible to pay different rates 
to men of equal efficiency working together at the same task. 
The matginal cost of additional workers tvill thus exceed their 
rvages. This feet ■will tend to make its demand for labour less 
than it would be if that type of labour were employed also in a 
number of other industries, so that its wage-rate could be taken 
more or less as given. 


6. THE DEMAND FOR LABOUR: NET PRODUCTIVITY^ 
Our second assumption, which we must now consider, was that 
methods of production can readily be varied, more or less of a 
particular type of labour being employed in co-operation ■with a 
fixed amoimt of other factors.^ This assumption is nearly always 

‘ If an industry increases (or diminishes) its labour force, it will doubtless 
increase (or diminish) also the quantities of certain other factors which it uses. 
The real question, as we showed in our discussion of Diminishing Returns, is 
whether the proportions between the factors can be varied. For example, an 
increase of 20 per cent in the labour force, the quantity of other factors remain- 
ing the same, will reduce the marginal product of labour by about as much as 
an increase of 32 per cent in the labour force accompanied by an increase of 10 
per cent in the quantity of other factors. (Of course the value per unit of the 
product would f^ more in the latter case since total output would be greater.) 
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true. We have seen^ that an entrepreneur will try to produce 
any given output in the cheapest possible way. If tl^p price of a 
particular kind of labour rises (or falls) he will usually find that 
it pays him to use less (or more) of it, relatively to other factors, 
than before. It may be that in some cases very little substitution 
, between factors is possible in the short run. For example, a 
plant may be designed to employ a fixed number of men. Even 
so, plants wear out in time and need not be replaced exactly in 
the ^aine form. A change in relative factor-prices would tend to 
cause such plants to be replaced, in time, by plants of a different 
type, designed to employ more of the factors which had become 
cheaper and fewer of those which had become dearer. Thus it 
might take some time for the full effects of a rise or &11 in wages 
to manifest themselves. But in most industries there is consider- 
able scope for substitution between factors even in die short run. 

No great difficulty is presented if labour must be combined 
ih fixed proportions with some other factor. Suppose that 
for each worker there must be one machine, or a fixed quantity 
of raw material. An entrepreneur will treat the man plus 
the machine (or plus the raw material) as one unit, and if 
the proportion of such "units” to other factors can be varied, 
the marginal productivity principle still applies. Under compe- 
dtion the price of the unit tvill tend to equal the value of its 
maiginal product. Each worker will receive this value less the 
cost of the machine or the raw material. This sum is sometimes 
called the value of his net product. 

There is usually an interval between the payment of labour 
and the sale of its product, so that an entrepreneur needs 
“<£irculating capital” to advance to workers in the form of wages 
over this interval. If, for any entrepreneur, tlus interval is 
constant^ an increase or decrease in his labour force will require 
a corresponding increase or decrease in his circulating capital. 
Hence he tvill not engage an additional man unless the value 
of the additional output covers both the wage of the onan and 
interest at the current rate upon the extra circulating capital 
required. In other words, wages under such conditions would 
tend to equal the iisemnUd value of the marginal product. But 
there is no reason why the interval must be constant, and there- 
fore a given amount of circulating capital could be used to 
> See Chapter XIII, section g. 
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employ a greater or smaller number of men. (For example, 
,^2000 advanced for three months represents the same amount 
of circulating capital as £1000 advanced for six months.) We 
have therefore ignored this complication in the preceding 
discussion. 


7. THE SUPPLY OF LABOUR 
In some or all occupations minimum wage-rates may be fixed 
by the State or maintained by the power of trade unions,* The 
consequences of this are discussed in the following section. For 
the present tve shall assume that there is no lower limit to the 
wage which workers are prepared, if necessary, to accept in 
order to obtain employment. Under such conditions the wagc- 
• rate in any occupation will tend towards that level at which all 
the workers in it can find employment. If it were higher than 
this, the pressure of unemployed workers, offering their services 
at less than the prevailing rate, would force it down. If it were 
lower than this, the competition of entrepreneurs, seeking to 
increase their profits by engaging more workers, would force it 
up.' Hence, given the demand for labour in the occupation, the 
wage-rate will depend upon the number of workers seeking that 
type of work: the greater the number, the lower the wage-rate. 
We must therefore inquire what determines the number of 
workers seeking employment in any given occupation. 

Logically, perhaps, we should begin by considering what 
determines the size of the worlting population as a whole. But 
such an inquiry would take us iar afield; indeed, it would carry 
us well beyond the boundaries of economic science. At one time 
it. was thought that wages had a- direct influence upon th^ize 
of the working population. It was believed that a rise in “real” 
wages would increase the number of babies which survived and 
hence, in time, the number of workers, thus forcing wages down 
again, and that a fell in “real wages” would have the opposite 
effect, so that “real” wages would not remain for many years 
either much above or much below a pven level. Some writers 
thought this level was that at winch workers could just about 
subsist; others thought it wr:s that which would provide them 
with the tniniTTinTn standard of living which they insisted upon 
having. It is now generally recognized that these views are false. 
In modem countries birth control is widely practised, and it 
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would be difScult to predict at all accurately the effect of a 
change in wages upon the number of births. Some workers earn 
much more than others, althot^h &eir physiological needs are 
the same. The standard of living of any worker depends upon 
his wages, and not convenely. Doubtless most workers want to 
.raise their standard cff living, but unless this desire leads them to 
work harder or to qualify for a better-paid occupation it has no 
effect upon their earnings. It is true that the larger the popula- 
tion m any are^, with given resources, the lower tvill be the 
marginal productivity of labour in general in that area, and the 
lower, therefore, will be the general level of wages-^ This relative 
abundance of labour largely explains the low level of wages, and 
hence the low standard of living, in most Eastern countries; but 
whether a population is large or small, there arc considerable 
differences between wage-rates in different occupations which 
cannot be explained by referring to the size of the population 
as a whole. We shall therefore assume that the size of the tvorHng 
population is given. 

A given number of workers, however, may supply more or less 
work per year. One important reason for this may be variations 
in the amount of unemployment. We shall' consider this later. 
The point winch demands discussion at present is that workers 
can.and do choose, to a certain extent, bettveen income on the 
one hand and leisure on the other hand. 

Here we meet again the concept of a scale of pnfereruxs. Con- 
sider, for example, a worker who is free to do as much or as little 
work as he pleases at a rate of, say, zs. an hour.‘ Each day he 

has a fixed amount of time at his disposal to distribute bettveen 
r' 

^ A country may be "under-populated” in that greater numbers ^rauld 
permit roads, railway, and other existing resources of that nature to be so 
much more fully utilized] and >vouId pennit so much more specialization of 
labour and other factors, that there ^vould be increasing returns to labour. But 
most countries are not in that position. 

* This method of statement evades a compHcatioD> namely, that the amount 
of work done in an hour will vary \vidi the number of hours ^vorked per day 
(and per year). In some occupations, for example, a man’s total annual output 
may be greater with a r^ular nine-hour ^vorldng day than with ar^ular nvdve- 
botxr working day. It seems probable that the ver>' long hours wx)rked in mmy 
British industries in the past ivere very \s’asterul, and that the l^islation ^vluch 
reduced them both gave the workers more leisure and increased the >xarly 
output per worker. But in countries where the normal w*orking week is around 
for^-eight hours or less it is probable that a small increase or decrease in its 
len^ would lead to a roughly proportionate increase or decrease in the 
amoimt of work performed per week. 
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work, which yields an income, and leisure. He can increase his 
income only by forgoing some of his leisure, and he can increase 
his leisure only by foigoing some of his income. Suppose that 
he decides to work eight hours a day. This means that he prefers 
1 6s. a day and sixteen hours for rest, recreation, and so on, to 
any other combination, such as 14s. and seventeen hours or 18s. 
and fifteen hours. He values his sixteenth hour of “leisure” more 
highly than a ninth florin, per day; on the other hand he values 
his eighth florin more highly than the extra (sqyenteenth) hour 
of leisure which he could obtain by forgoing it. Suppose now 
that his hourly rate is permanently raised to 3s. Will he work 
more or fetver hours per day than before ? It is impossible to say. 
One man might respond in quite a different way fi-om another. 
It is fairly certain that he would not cut down his working day 
so much that he earned less than before, for in that event the 
relative marginal significance to him of leisure (as against income) 
would be less than before and the extra income to be gained by 
giving up” a given amount of leisure would be greater than before. 
If he were to work eight hours a day, as before, he would earn 
24s. instead of i6s. as formerly, and would still have sixteen 
hours’ leisure. The relative marginal significance of leistue, 
measured in hours, as against income, measured in shillings, 
would have increased, but his problem is how to distribute.his 
available .twenty-four hours per day, and an extra hour devoted 
to work now provides an extra 3s. instead of an extra 2s. as 
formerly. In the circumstances he might quite consistently 
decide either to increase or to diminish the length of his working 
day. Hence we cannot predict whether a permanent change 'in 
(hourly) wage-rates will lead workers to desire a longer wor&g 
week or a shorter one, unless we know their scale of preferences 
in this matter. 

Most workers are paid by the week, and apparently have no 
influence upon the length of their working week, which is fixed 
by law or by custom. But as a rule the length of the working 
week does correspond to the wishes of the majority of tvorkers 
in that occupation. Most of them would not prefer a longer 
working week at the same hourly rate of pay, and expect a higher 
hourly rate for overtime; on the other hand they do not welcome 
short-time, with a corresponding reduction in their weekly 
earnings. And when a stoud of workers can succeed, owing to 
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an increase in the demand for their labour, in obtaining either 
an increase in weekly wages or a reduction in hours, they demand, 
under collective bargaining, what the majority of them prefer. 
Sometimes they press mainly for increased wages and sometimes 
mainly for increased leisure. For example, the British Trade 
, Union Congresses of 1936 and 1937 — a time of increasing pros- 
perity — stressed the desirability of a shorter working week more 
strongly than that of increased wages. 

At any mom^pt, however, the length of the working we^ is 
given. Our problem is to consider what determines the number 
of workers attached to each occupation. 

If every worker could readily find employment in whatever 
occupation he pleased, the “net advantages” of all occupations 
would tend to be equal. Wages in some occupations might be 
lower than in others, but the difference would merely offset the 
greater attractiveness of the work, or of the conditions under 
which it was performed. Workers would distribute themselves 
among occupations in such a way that wage-rates (after allovnng 
for other advtmtages or disadvantages) were everywhere the 
same. An increased demand for one type of labour would increase 
its wage, but only temporarily: for workers would leave other 
occupations to enter that one, thus reducing the marginal 
pro,duct of labour of that type. Similarly a decreased demand 
for one type of labour would lower its wage only for a time, for 
workers would leave that occupation, thus raising the marginal 
product of those who remained. 

In fact the net advantages of different occupations are by no 
means equal. On the whole, the more disagreeable kinds of work 
ar^ among the worst-paid, and earnings in some occupations, such 
as the professions, are much higher than in others. The reason is, 
of course, thrft it is difficult for most workers (or new entrants 
to the labour market) to enter the better-paid occupations. 

The numbers in a comparatively well-paid occupation may be 
restricted by law. Thus a worker may be legally required to 
serve for a given period as an apprentice before taking employ- 
ment as a Jotuneyman, and the number of apprentices may be 
limited by the State. Again, the State may prevent or restrict 
newcomers fi-om entering an industry which is “planned” in 
the sense that the State controls its total output in order to 
maintain the prices of its products. 
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Some Muds of innate ability are scarcer than others relatively 
to the demand for them. Thus many workers earn a compar- 
atively low rate of wages because they lack sufficient intelligence 
or business ability or mechanical aptitude or artistic flair, and 
so on, to find employment in better-paid occupations which 
require one or more of such qualities in a fairly high degree. ^ 

But probably the main reason why more workers do not enter ' 
the better-paid occupations is that they lack the necessary 
capital. Entrance to certain occupations, such as the profdteions, 
is granted only to those who have proved Iby some kind of 
examination that they have attained at least the minimum 
standard of efficiency which is legally required. Thus many who 
may possess sufficient innate ability to enter one of these occupa- ' 
tions are efiecdvely debarred because they cannot aflbrd to pay 
ibr the necessary education and training and to forgo what they 
could cam, during this period, by spending their time in working 
for pay instead of in study. Hence earnings in such occupations 
usually exceed earnings in occupations which require litde or no 
training by considerably more than interest and amortisation on 
the initial capital outlay. Suppose, for example, that it takes a 
youth five years of university and hospital training to .become 
qualified as a doctor. During this time he might have earned 
perhaps £y50 at some relatively unskilled job, and he might 
have paid some ^^^50 in fees and for books and instruments.* The 
interest on £ looo at, say, 5 per cent is only £50 a year and the 
amortisation charge over a working life of, say, thirty years is 
considerably less. If, therefore, such a capital output brought 
him a return of £100 a year it tvould be yielding more than most 
investments. Yet in fact the earnings of doctors usually exceed 
those of relatively unskilled occupations by much more than 
£100 a year. And this is mainly because many young men and 
women who could become quite proficient in the medical pro- 
fession cannot afford to make the initial investment and have no 
parents or fi-iends who have both the will and the means to make 
it on their behalf. Henfce the child of well-to-do parents begins 
life tvith a great advantage — an advantage which is lessened but 
not destroyed by the scholarship and maintenance grants made 
by the State and other bodies to enable a limited number of 
children to continue their studies beyond the time at which they 
would otherwise have been compelled to enter the labour inarket. 
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Agciin, a man requires capital to set up in business on bis otvn 
account or to purchase a partnership in an established concern. 
Hence such fields are closed to the children of poor parents 
unless they can manage to save or to borrow enough capital, 
and it is not easy either to save much out of a small income or to 
pbtain a loan without having taxable assets to serve as security 
■for it. 

Some jobs are obtained partly through “influence,” and in 
others,* such as stockbroking or selling expensive cars, a personal 
knowledge of fairly rich people is an asset. 

We must therefore conclude that the main, although not the 
sole, reason why the numbers in well-paid oecupations are not 
"greater is the considerable extent to which inequality of incomes 
prevails in most modem communities. 


8. THE EARNINGS OF WOMEN 
The average woman earns considerably less than the average 
man.^ This is partly because in many fields her marginal 
productivity is less and pardy because the great majority of 
women are concentrated in the worst-paid occupations. 

When we speak of “marginal productivity” we mean the 
difference made to total receipts by employing one “unit” more, 
or less, of a given fector. In some occupations, such as those 
requiring considerable strength, the physical output of a woman 
is less than that of a man^ and such occupations may represent 
a larger demand for labour than those, such as the care of 
children, at which women are more effident than men. In other 
occupations, such'as waiting, or serving in shops, workers render 
personal services to customers. Most customers prefer to be 
served by men, so that a man increases receipts more than an 
equally efficient woman. Again, most men do not like working 
under a woman, so that a- man in a position of authority may 
obtain more work from his male subordinates than an equally 
capable woman. Finally, most employers believe that men arc 
more reliable than women and less likely to stay away osving to 
sickness or to refuse to work overtime or to leave them in the 
lurdi by suddenly giving up their jobs. Hence a woman may 

r Around 31s. 3d. a week, as against 64s. 6d. for men, in Great Britain in 
1935. See the MmisUy of Labour Gazelle, February to July, 1937. 
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earn less than a man in the same occupation either because her 
actual output is less or because it is believed to add less, especially 
in the long run, to the receipts of her firm. 

- The other reason why women earn less, on the average, than 
men is that relatively few of them are in the better-paid occupa- 
tions. This is partly because less is spent in educating girls than 
in educating boys: parents tend to invest their capital in their 
sons rather than in their daughters. It is partly because the 
general public is still rather shy of, for example, a \voman 
solicitor or a woman doctor. Again, employers tend to think that 
the chief aim of a woman is to get married and leave her job, 
so that it would be a risky investment to train a woman for a 
higher-paid post in which she could not be readily replaced. 
Finally, many trades are closed to women, being held by law or 
custom (often supported by the views of the organized male 
workers in the trade) to be “men’s jobs.” Thus in Great Britain 
women are kept out of mining (underground), iron and steel, 
heavy engineering, building, most transport work, and the 
diplomatic service. This may or may not be socially advisable; 
it certainly restricts the field of employment open to women. 
The combined result of all these &ctors is that the great majority 
of tvomen workers are concentrated in a few occupations where, 
largely for that reason, wages are low. 

9. MINIMUM WAGES 

So far we have assumed that the wage-rate in an occupation 
can' vary finely in response to changes in the demand for, or in 
the supply of) that type of labour. We must now considsr the 
consequences of fixing a minimum wage for an occupation. The 
results are the same whether the minimum wage is enforced by 
the State or maintained, effectively, by a trade union. 

Suppose that a board is set up to fix wages in a so-called 
“sweated trade” — that is, one where wages are considerably 
lower than in most “trades” or occupations. Suppose that it 
fixes a minimum weekly wage considerably above the level which 
previously prevailed. It is by no means certain that this will 
prove a real benefit to the workers whom it was intended to help. 
Every employer in .the trade is now compelled by law to pay at 
least the minimum wage to every worker he employs, but he is 
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not compelled to continue giving employment, at this higher wage, 
to all his present labour force. Hence a number "of workers may 
be dismissed; and since presumably even the low tvages they 
received in that occupation were more than they bould earn in 
any alternative employment open to them, they tvill be driven 
into jobs where they earn even less than they did before or — ^if 
&e State permits nobody, in any occupation, to receive less than 
a certain minimum — tliey tvill become permanently unemployed 
and maintained by public or private charity. 

. It is conceivable that the minimum wage tvill be high enough 
to attract workers, from other employments, who are more 
efficient than those already engaged in that occupation. If so, 
employers svill tend to substitute them, as far as possible, for their 
existing workers, and the main result of the minimum wage will 
be simply a redistribution oT labour bettveen occupations. 
Anotlicr possibility is that employers will install more labour- 
saving machinery and other devices, dismissing some of their 
workers. At the old wage, machinery costing a given sum may 
liave been dearer than labour, but the rise in wages may make it 
cheaper than labour.^ In any event, the rise in wages will 
diminish profits in the industries affected. Some of the less 
efficient employers may be forced into bankruptcy. Others may 
transfer their activities to a different field. As time goes on, new 
capital and. enterprise will tend to avoid those industries, until 
the reduction in their output has raised the prices of thdr 
products sufficiently -to make the prospects of profit there as 
bright as elsewhere. . 

Thus the probable effect of the minimum wage will be to 
dimiidsh employment in tliat occupation. But tiiis effect may 
take some time to show itself. Entrepreneurs with fixed plant 
may continue to work it, employing nearly as many workers as 
before, although they now get a smaller return from it; but 
when plant wears out it may not be replaced, or it may 
be replaced in a different form, requiring less labour. Thus 

* This, however, does not mean that wage-fixing tends to increase the total 
capital of a country. Indeed, it is more lilcdy — by diminishing proRls and by 
leading to higher taxation to provide for a larger number of unemployed — to 
cheek the accumulation of capital. But it miiy cause the available flow of 
savings to distribute itself among different ch.-innels somewhat differently, some 
of it acting as a direct substitute for labour instead of going into, say, building, 
or tlie development of some new invention. 
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dismissals taldng place at a considerable interval after wages have 
been raised may be generally believed to be due to the inefficiency 
of employers or to labour-saving devices and not to the minimum 
wage. 

The extent to which a rise in wages tvill diminish employment 
in that occupation, after sufficient time has elapsed for methods 
of production to be changed, will vary with the elasticity of* 
demand for that type of labour. This in turn will depend mainly 
upon the elasticity of demand for the products which that labour 
helps to produce" and upon the ease with which other ffictors, 
such as machinery, can be substituted for.it. If its products have 
to meet the competition of similar products imported &om 
abroad, whose prices remain the same, the demand for them will 
be very elastic: so, thereibre, will be the demand for that type 
of labour, and a rise in its wages will considerably reduce employ- 
ment. If, on the other hand,, an appreciable rise in the prices of 
its products will cause sales to fall off only slightly, employment 
may be reduced very little. We say “may” and not “will” 
because the possibility of substitution is important. An entre- 
preneur will try to produce any given output at the lowest 
possible cost, and if a rise in wages causes an ^temadve ffiethod 
of production, employing more capital, to be cheaper, he will 
change over to that method even if the demand for his product 
■ is completely inelasdc. Where subsdtudon is not worth while, to 
any great extent, the propordon of labour cost to total cost is of 
importance, for the smaller it is the less will be the increase in 
the prices of the products which would compensate employers 
for a given rise in wages. 

We must not conclude, however, that a minimum wage ^ust 
inevitably harm, in the long run, those workers whom it was 
intended to help. There are four vrays in which it may prove of 
real benefit to diem. 

In the first place, as we have already seen, the existence of 
fixed and specialized plant may mean that methods of produedon 
cannot readily be changed, so that it may be possible to “ squeeze ” 
profits for the benefit of wages without thereby causing much 
unemployment. If a fairly small reduedon in output leads to a 
considerable rise in the prices of the products, it is unlikely that 
many firms tvill close down, and it could be claimed that part 
of the increase in wages is “passed pn” to the consumers of those 
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particular products in the form of higher prices. Thus most of 
the workers might remain in employment, at a higher wage, for 
some considerable time, during which some change in conditions 
might occur, such as an increase in their efficiency, to increase 
the demand for their labour and retain them all, or nearly all, 
in employment. 

This leads to our second point. A rise in the wages of a worker 
may bring about an increase in his efficiency. It may enable 
bim to consume more and better food or other “necessaries for 
efficiency”; it nfey relieve him of some pressing anxieties about 
money matters and thereby raise the quality of his work; it may 
induce him to be more energetic or more careful in order, to give 
something in return for the increase in his wages. Of course, if 
workers do more work their output increases and the prices of 
their products tend to fall, but on the other hand labour cost 
per unit of output is reduced, -thereby stimulating the demand 
for labour relatively to other factors, so that in many cases an 
increase in the efficiency of workers paid on time-rqtcs will 
incre^e the demand for them; But we feel bound to add that 
there seems little evidence for believing that a rise in the wages 
paid to the majority of workers in modem coimtries to-day would 
cause any substantial increase in their effidency. 

In the third place, some or all of the workers in a particular 
occupation may be “exploited” by their employers in that the 
latter would continue to employ them, even in the long run, if 
their wages were higher. But exploitation in this sense is not 
easy. A firm, or a combination of firms, might be the sole 
producer of certain commodities and yet be powerless to exploit 
its 5j!orkers, for if the main demand for workers of that type came 
fi-om other industries, where competition prevailed, it would be 
compelled to pay them the full -vffiue of their marginal produet 
in those industries in order to retain their services. It is only 
when a firm, or a dose combination of firms, is the sole or main 
purchaser of a particular type of labour that it possesses the power 
of exploitation, and even then this power is limited by the ease 
with which such workers could transfer to different occupations, 
requiring similar qualities, and work for other firms. In feet 
there are very few -oceupations whose workers, are employed 
mainly by one firm or combine. But it may well happen that 
one firm is the main employer of eertain. types of labour in a 
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given district. If its workers are reluctant to leave that district, 
even if they could earn considerably more elsewhere, they can 
be exploited. Nevertheless a strong check upon such local 
exploitation is provided by the possibility that other firms, 
attracted by the cheap labour, will establish plants in that 
district and bid up wage-rates. Again, it is conceivable that if 
an employer, makes a separate wage bargain with each worker* 
he may get some workers to accept less than others, whose 
efiBciency is no greater, are receiving. But it is doubtful whether 
he would gfain by doing this.- Such workers wouM be discontented 
while they were with him and would sooner or later find a 
better-paid job elsewhere. Some exploitation of this kind may 
exist at present in the market fiir domestic service, but probably 
most housewives find that it pays them to give their servants as 
much as they could earn elsewhere. We conclude, therefore, that 
exploitation would not be common even if there were no mini- 
mum wages. In so far as a minimum wage, fixed by the State or 
maintained by a trade union, does abolish exploitation, it is a 
real gain to the workers concerned, for it raises their wages 
without causing many of them to be dismissed. 

Finally, tve must take account of unemploynient benefit. It , 
could be argued that a group of workers, taken as a whole, would 
not gain by a rise in their wage-rate if this caused so many of 
them to become unemployed that the total sum received in 
wages by the group was diminished. If, however, their tmem- 
ployed members received every week a sum approaching in size 
their previous wages, provided mainly not by their fellows but 
by, let us say, the wealthier taxpayers, the situation would be 
altered. The minimum wage would have been the instrumenf of 
securing a transfer of income fi:om the relatively rich, so that 
this group of workers, as a whole, might be in a better position 
than before. 

We may now sum up. A minimum wage, above the level 
previously ruling, will clearly benefit those who keep their jobs. 

It will probably cause some unemployment — ^how much, will 
depend upon the circumstances which we have named. Those 
who are thrown out of employment, or driven into worse-paid . 
occupations,' will .lose; profits in the industries concerned will 
tend to dimin ish, fbr.a time; consumers of products whose prices 
arc raised will suffer to that extent; and taxpayers and others 
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may have to contribute more than before towards unemployment 
benefit. 

Hitherto we have considered the results of fbdng a miniTnnm 
wage for only one or a few occupations. It is instructive to 
consider what would happen if a Government insisted upon a 
substantial rise in the “real” wages of every worker. Suppose it 
'were to fix a “basic” minimum weekly wage for adult males, 
and a lower one for adult females, say some 20 per crat above the 
level previously ruling for imsldlled labour, permitting nobody 
to work for less, nnd were to raise wage-rates in all occupations 
by about 20 per cent. In order to ensure that “real” wages 
were raised, it would 'doubtless make money wages vary with the 
cost of living, so that if the prices of the food, clothing, housing, 
and other things bought by workers were to rise, their money 
wages would rise correspondingly. 

This would close three loopholes left open when miTiiTniiTn 
wages are fixed for only a few occupations. Relatively ineffident 
workers, not worth the basic wage, would not be permitted to 
take a worse-paid job elsewhere. There would be little redistri- 
bution of labour: workers dismissed would remain unemployed. 
Further, a rise in prices due to a reduction of output would have 
nuch less effect in checking the diminution of profits, for higher 
rrices would mean higher money wages. Finally, the prices of 
labour-saving machinery and other devices would rise nearly as 
much as money wages, so that there would be much less scope for. 
checking the fall in profits by altering methods of production. 
The result might well be a serious check to the accumulation, 
and investment, of capital; after a time, the total amount of 
capital in the country, represented by plant, stock-in-trade, and 
so on, might diminish. A fall in the amount of capital co- 
operating with labour must mean a fall in the marginal product 
of labour; in the absence of wage-fixing, this tvould' lead to a 
fall in wages ; if real wages are mainUuned, it will lead to further 
unemployment 

Such a policy might “squeeze” owners of existing plant and 
other equipment, but our reasoning suggests that it might cause 
considerable unemployment — ^much more, proportionately, than 
minimum wages in one or two occupations only — and that the 
number of unemployed might increase as time went on. This 
would be so if the fall in profits and the increase in taxation (to 
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provide for the unemployed) caused the total capital of the 
country to diminish. The history of wage-regulation in Australia, 
where it has been practised more extensiyely than in niost 
countries, shows that the dangers of such a policy are real and 
have been recognized by wage-fixing authorities. On more than, 
one occasion they have shrunk, despite or because of their desire 
to promote the welfare of wage-earners, fix>m trying to discover 
by experiment whether the abyss of cumulative disequilibrium 
described above was merely a bogy created by cponomists. 


10. TRADE UNIONS AND WAGES 

Clearly a trade union' will not have much power unless it 
' includes the majority of workers in that occupation. Employers 
will not be greatly perturbed if only a fi'action of their workers 
threaten to strike, provided that they can carry on with the help 
of the non-unionists who remain and can partly replace the 
strikers by workers drawn fi-om the unemployed or £:om other 
jobs.t Even if a union controls nearly aU the workers in one 
district its power is limited by the case with which employers 
can import “blacklegs" fi-om other districts. Further, the power 
of a uruon depends partly upon its funds. Its main weapon is 
the strike, or rather the threat to strike. If the strikers canijot 
support themselves and their families, they may be starved into 
submission: hence the importance of union funds. If workers 
receive unemployment benefit provided not by the muon but 
through the State, sufficient to mmntain them without any great 
hardship, this clearly strengthens the hands of the uitions in 
insisting on a certain minimum wage even if this is high enou^ 
to cause some unemployment. 

The consequences of fixing a minimum wage for a ^ven 
occupation have been discussed. It is immaterial whether the 
minimum wage is fixed by some court or board whose decisions 
have the force of law or whether it is maintained through the 
power of a trade union. But our previous discussion referred 
mainly to a TninimnTn wage fixed for a relatively low-paid 
occupation. It is interesting to consider the conditions under 

' Hence the importance attached by trade unions to “the closed shop” 
(employing only union workeis) and to their right to “peaceful picketing” (to 
keep away blacklegs) when they are on strike. 
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which a trade union can" enforce a wage-rate considerably above 
that paid in comparable occupations. 

Suppose that a union induces employers to agree to pay a 
wage-rate substantially higher than would otherwise have pre- 
vailed. This will cause some unemployment. But it may be 
that a change in methods of production will not be worth while, 
despite the higher wage; the cost of that type of labour may form 
only a small proportion of the total cost of the products; and 
the^demand for the products may be fairly inelastic. Given such 
favourable conditions, the amoimt of unemployment may be small. 

We may. pause to point out that such favourable conditions 
might not last. A rise in the cost of a certain type of labour tvill 
stimulate the invention of methods, or of difierent types of 
products satisfying the same kind of want, which use less of it. 
Moreover, many industries employ several different types of 
labour. The wages of any one type may form only a small part 
of total costs, but if one type obtains an increase in its wages, the 
others will try to follotv suit and the combined effect upon total 
costs, and thereby upon employment, may be quite large. 

Assuming conditions to remain favourable, can the. increased 
wage be maintained? By hypothesis, it is substantially above 
the level ruling in other occupations, requiring similar qualities. 
Boys leaving school will be dravvn towards that occupation 
rather than otliers. Some workers in comparable jobs tvill try 
to transfer into that occupation, especially if this does not involve 
changing their residence. The type of work in question may be 
regarded as a man’s job and not a woman’s, but the preference 
of employers for male labour might be greatly weakened if they 
thought that women could be trained to do the work at much 
lower rates than those enforced by the men’s union. But a large 
infltix of new workers would tend to rob existing members of the 
union of their gains. The newcomers might refuse to join the 
union — possibly forming one of their own — and might obtain 
employment by accepting wages below those demanded by the 
union, thus throtving union members out of employment, and 
compelling them to agree to a lower rate. If they all joined tlie 
union, and refused to undercut, there would be a corresponding 
increase of unemployment, in which the original members of 
the union wonld share,- and this might outtveigh their g^ from 
the increased wage and induce them to accept less. 
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The conclusion is that, granted that other conditions are 
favourable, a union is not likely to maintain such an increase 
in tvages unleSs it can somehotv limit the number of new entrants 
to its occupation. And it is not easy to do this without obtaining 
the sanction of the law — ^fbr example, by indudng the State to 
declare that a minimum period of apprenticeship -must be served 
by netv entrants and to limit the number of apprentices per 
journeyman. A union, like any other monopolist, can raise its 
price only by restricting supply. * 

We may add -that one tvay of reducing supply is to adopt a 
"go slow” policy, under which each man prfonns less work 
per hour than before. If there is considerable unemployment in 
an occupation, the union may hope that this policy tvill “spread” 
the available work and create jobs, at the prevailing weekly 
aage, for many of its unemployed members. But the amount of 
work available is not fixed. A “go slow” policy raises the cost of 
that type of labour and thereby reduces the demand for it. This 
reduction may be so great that fewer workers than before are 
employed; how great it will be depends upon the circumstances 
already discussed (such as the ease with which other factors can 
be substituted for that type of labour). If such a policy were 
followed by most workers, total output would be reduced and 
prices would rise. Thus a union which succeeded in creating 
more employment for its members, at a given money wage, would 
have to set against this gain the rise in the cost of living due to 
rt'e -widespread adoption of its own “go slow” policy. 

II. irNEMPLOYMENT 

rhere are many “causes” of unemployment. To begin with, 
every country has some “unemployables,” whose efficiency is so 
low that they carmot keCp any job for long, and fall back upon 
pri-vate or public charity. But their numbers are relatively 
small. Again, some industries — notably docking, building, and 
contracting — employ casual labour: the ntunbers of workers 
employed by any one firm may fluctuate widely from one day 
to another, so that on any given day a considerable number of 
men, attached to these industries, may not find a job. Further, 
many industries are subject to considerable seasonal fluctuations, 
so that some men attached to them are out of work during then- 
slack times. 
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One general “cause,” which we have already discussed, is 
the maintenance of relatively high standard rates of wages in 
most occupations. These rates may be more than some of the 
workers — apart from the "unemployables” — are vrorth. Such a 
worker will often be out of employment. If the standard rate 
is a minimumy an employer who discovers his deficiencies tvill 
dismiss him; and in any event this course is simpler, and invites 
less misunderstanding, than offering him a wage appropriate to 
his dfficiency. Further, the standard rate may be so high that 
not all the worfiers of average efficiency in tliat occupation can 
find employment. 

As time goes on, the demand for different products is certain 
to change. Firms faced with a fall in demand may keep on all 
their workers for a time, but, unless demand revives again, they 
may be compelled to dismiss some of them, and some firms may 
close down altogether. Substantial .reductions in wages might 
prevent much unemployment, but the tvorkers may refuse, not 
unnaturally, to accept large cuts in their customary rates of pay. 
The question then arises of whether diose throuTi out of work 
can find employment elsewhere. Unless tltcre is a general 
depression, there arc sure to be some industries which are 
expanding. If customers spend less on some things, they have 
more to spend on others. But the expanding industries may be 
in a different part of the country, and most of the dismissed 
workers may stay where they are— especially if they are draw- 
ing unemployment benefit on a scale wliich is not too niggardly 
— and hope for re-employment, rather than move to a 
strange district in the hope of finding a job. Moreover, the 
expanding industries may require a different type of labour, 
and some of the unemployed may be too old to Icam a new 
trade. • 

Changes in technique, and notably “mechanization,” may be 
induced, as we have seen, by high wages. If tliey are due simply 
to new inventions, or to increased savings wliich lower die rate 
of interest, they need not cause unemjjloyment. The reduction in 
costs will lower the price of the products, and the demand for 
them may be so elastic that die industry in question provides 
at least as much employment as before. An illustration is the 
motor car industry over the last twenty years or so. The number 
of men required to produce a car has fallen but the total number 
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employed in mating cais has considerably increased, both in 
Great Britain and in other countries. 

As a rule, however, ■ “mechanization ” in an industry does 
throw some workers out of employment. But some other indus- 
tries, including those making the new plant or equipment, will be 
expanding, and employment as a whole may increase. It is, 
clearly absurd to claim that mechanization must diminish total 
employment. In most industrial countries mechanization has 
been going on for many years without any parallel growth in 
unemployment Recent years have witnessed a considerable 
growth in mechanization in many British industries. It is difficult 
to give comparable figures of the numbers in employment at 
different dates but it seems broadly true, on the basis of figures 
given in the Abstracts of Labour Statisdcs, that the number of 
insured workers in employment was around million in 1923, 
and rose to some 10^ million in igsg and to more than 13 million 
in 1937. Apart &om the slump years of 1930-34, the growth in 
employment nearly kept pace with the growth in the working 
population, despite the progress of mechanization and the con- 
traction of certain industries, such as coal-mining. 

By far the most important “cause” of unemployment, in a 
modem capitalist country, is the trade cycle. At the bottom 
of a general trade depression the percentage of workers unem- 
ployed is usually at least two or three times as high as in prosperous 
periods. We discuss the trade cycle in Chapter XX, section 4, 
but we may say a few words here about wage-policy during a 
depression. 

This is a very controversial subject. Some economists contend 
that the best policy is to raise money wages in order to stimQlate 
expenditure on consumers’ goods and thereby to stimulate 
investment. Others believe that such an increase in the costs 
of entrepreneurs would lead them to dismiss still more workers, 
whilst reductions in wages (especially if they took place in one 
or two industries at a time and not in all at once) would induce 
firms to take on more workers and to order more equipment 
and materials, thus increasing investment. Probably much would 
depend on the beliefs and therefore the reactions of entrepreneurs. 
A nmnber of economists think that, more often than not, neither 
increases nor .decreases in money wages would have much effect 
and that trade depressions must be fought by other weapons. 



CHAPTER XVIII 
INTEREST 

I. INTEREST UNDER SOCIALISM 
The question of what forces detennine the rate of interest is 
diflScult and controversial. We shall simplify the discussion by 
leaving out some subsidiary points and by proceeding in stages. 

The first stage is to consider the part played by interest in a 
'socialist state. The State otvns all property. Nobody receives an 
income fi-oni interest or profits or dividends or rents. The 
central planning committee decides hotv resources shall be used. 
There is no unemployment. 

We. have met this problem before. The reader may perhaps 
refi'esh his memory by looking again at Chapter XI, section 7. 
We there discussed how an economic dictator would decide to 
what extent and in what ways he would provide for the future. 
That discussion must now be carried a little further. 

Under socialism there would certainly be production for the 
future. Railtvays, bridges, porver-stations, steel-works, machine^ 
houses, and other durable goods tvould be built How would 
the planning committee decade a problem such as this? 

“A railway has to cross a piece of high ground. Either it 
may be built in the open rvith two steep slopes, or it may be 
constructed -evith deep cnittings and a tunnel. The first nay 
invelves greater cost in operation for the whole time that the line . 
is open; the second way involves a greater expenditure oflabour 
and materials at the time of construction. How can the authority 
planning the railrvay balance the extra annual cost of operation 
.against the additional once-^and-for-all cost of construction? If 
the additional c:onstruction-cost is only five times .the Kctra 
annual operation-cost, it is almost certainly worth while to build 
the tunnel. If it is too times more, the tunnel is almost certainly 
not tvorth while. 

Presumably the planning coinmittee would first decade how 
much of the community’s efforts and resources are to be devoted 

^ H. D. Dickinsoo, The EcetamiesofSedalam, p. 81. 
ag6 
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to the future — to producing durable goods instead of to satisfying 
current needs. Their decision would depend largely on tlic 
general level of productivity and real income. If the level is 
high, as in the United States and Great Britain, the proportion 
of activity devoted to the future will be greater (as indeed, under 
capitalism, it is) than if the level is low, as in India or Italy. For , 
at least enough consiunption goods to provide necessaries for 
eflBciency must be currently produced. A rich country, like a 
rieh man, can save and invest more than a poor pne, and thereby 
become richer still: to him that hath shall be given. 

Having decided hotv much provision for the future can be 
made, the next question is how — ^in what ^vays — to make it. Let 
Mr. Dickinson, a- socialist, ans\verthis question. 

“Projected works can be classified according to the number of 
years’ pirrchase they require.” (In the previous quotation, the 
tunnel was almost certainly worth while at five years’ purchase 
and not worth while at too years’ purchase.) “It is obvious that 
the conmnmity should undertake first those works in which a 
present outlay saves a large annual eost before proceeding with 
those that effect a less saving. Equilibrium is obtained by pushing, 
the investment of resources up to the same number of years’ 
purchase in all lines of production. The community must decide 
upon a certain number of years’ purchase (in other words a fate 
of interest) and apply it as a touchstone to distinguish benreen 
feasible and unfeasible undertakings.” 

Thus under socialism a rate of interest would be used for pur- 
poses of calculation, although nobody paid or received interest. 
The rate would be determined by the productivity of “round- 
about” or “capitalistic” methods of production, on the Uhe 
hand, and by abstinence or thrift on the other hand. But the 
abstinence or thrift would be enforced from above, by the 
platming committee, instead of being left to the decisions of 
individual savers. Saving and investment would be merely hvo 
different ways of looking at the same thing — ^namely, the use of 
resources to provide for future, instead of for current, svants. 

2. THE MARGINAL PRODUCTIVITy OF CAPITAL 
The next stage is to consider a capitalist society from which 
some iihportant influences are absent. There is no unemploy- 
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ment, no hoarding of money, no speculation in securities. The 
banking sj’stem docs not expand or contract credit and the 
demand for money balances does not change. Entrepreneurs 
borrow in order to use the money in industry and trade; the 
money is lent to them by individual savers. 

Our socialist society was a real one; it might easily exist in 
fact. Our assumed capitalist society is an imaginary one, ISa 
have ruled out important features, some of whi^, if not all, are 
bound to be prpent in any actual capitalist society. AVc have 
ruled them out in order to explain certain points ssithout 
digressions or qualifications. 

Why do entrepreneurs borrow? And why are they prepared 
to pay interest — a given percentage, per month or per year — 
on what they borrow? The obv-ious anstver is that they hope 
to use the loans in swys that yield them a profit greater than ie 
interest they pay. If an entrepreneur could borrow as much as 
he uTshed at the ruling rate of interest — in fact, often he cannot 
— ^he would borrow up to the point at svhich the marginal cost 
equalled the marginal ret'enue. The marginal cost a^ say, 
.5 per cent would be a year on each £100 he borrowed. The 
marginal revenue would be the increase in his receipts from uring 
that money. So long as 'marginal revenue exceeded marginal 
cost, he would increase his net profit by borrorring more. 

Why can he make a profit? The main explanation is the 
greater productirfity of more “capitalistic” methods of produc- 
tion. We discussed this in Chapter X. Let us take another 
example. Suppose that the demand schedule for shoes is given 
and that shoes are made by hand. An entrepreneur realizes 
thSt if he can set up a factory to make shoes by machinery he 
can make them more cheaply. A given amount of labour will 
produce more shoes if some of this labour is first used to make 
shoe-machinery and to build a factory. Hence the entrepreneur 
is prepared to pay interest on a loan which will enable him to 
do this, and thereby make a profit. 

WTiy do not the lenders set up the shoe-factorj' themselves,' 
and t^e the whole of the profit? We shall return to this point 
later. Meanwhile, a parti^ armver is that not es'erybody has 
the qualities needed for a successful entrepreneur. Lending 
transfers the use of money from those less qualified to those 
more qualified to organize and manage industry and trade. 
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■It is money which is lent and borTo^ved. The money repre- 
sents command over resources. The borrower can use it to 
employ labour, to buy materials, and so forth. Money lent is 
sometimes called “free capital.” It is used m ainl y to buy or 
make durable goods, and stocks of goods, used in industry and 
trade. These things are sometimes called “retd capital” 

The expected rate of profit, or marginal productivity of 
capital, will tend to be the same in every field of industry and 
trade. For if one field offers better prospects than other?, new 
firms will enter it and existing firms already m it will expand; 
free capital tvill flow into that field rather than into others. 
Sooner or later, the resulting increase in output will bring down 
the prices of the goods or services produced in that field. An 
increase in shoe-iactories and in the output of shoes will bring 
down the prices of shoes; an increase in ships will bring dorvn 
fi:eight rates. This will go on until the expected rate of profit 
in that field falls to the level expected elsewhere. 

This result may be brought about more quickly by a rise in 
costs. Suppose that house-building, for example, offers higher 
prospects of profit than other fields. The percentage added 
each year to the total stock of houses is quite small. Thus in 
England and Wales the number of houses in 193 r was over 
g million; the number of new houses built during the ’twenties 
averaged only 150,000 a year; during the building boom of 
•934 to tg38 it more than doubled but did not exceed 350,000 
a year. An addidon of 2 or 3 per cent a year may not appre- 
ciably reduce house-rents for some years. But if the ra/e of 
house-building doubles, the cost of house-building may rise, and 
in this way the rate of profit in this field may soon be redaced 
to the levd prevailing elsewhere. 

An important exception to the above generalization is that 
under monopoly the assets owned by the monopolist may yield 
more than the current rate of profit because free capital seeking 
■investment cannot enter that field. 

A fiirther point is that the prospective return from some 
assets, such as netv gold-fields or a new type of business, may be 
very uncertain. But investors in such fields must and do decide, 
after weighing the various chances of gain and loss, that on 
balance the prospects of profit there are as attractive as 
elsewhere. * 
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At any moment, if the total amount of capital invested were 
gi'eater, its marginal productivity would be lower. That is why 
an increase in the supply of free capital seeking investment 
brings do\\'n the expected rate of profit and tlie rate of interest. 
What is the underlying reason ibi~this? It is easy to see that 
jnore capital in one branch of production ivill increase the out- 
put and thereby reduce the prices of the products of that branch, 
thus reducing the rate of profit in that field. But why should an 
increased supply of capital spread over all fields in accordance 
with the preferences of consumers reduce the general rate of 
profit ? If it reduces the prices of consumers’ goods — and whether 
it does so or not- depends on the monetary policy adopted — it 
tvill also reduce the prices of producers’ goods of all kinds. We 
have to explain why the physical marginal productivity of 
capital diminishes when the amount of it increases. At first 
sight we caimot explain this by the Law of Diminishing Returns. 
For iree capital can be turned into any form, can be used to 
■purchase or hire airy type of factor, so that we are not dealing 
with a case in rvhich &e supply of one factor of production 
increases relatively to that of others. The main explanation is 
that some factors cannot be increased at all or can be increased 
only at -an increasing cost. The most suitable sites are limited 
in number; a greater output of many raw materials can be 
obtained only be resorting to less accessible or less fertile sources 
of supply; after a point, increased fertilization of existing land 
yields a diminishing return and the area of fairly fertile land is 
limited. Nor is it possible to produce robots or slaves at tvill: 
the amount of labour done is limited. Thus an increase in the 
amtfimt of capital used does in fact involve a change, in the 
proportions of the various factors, and the resulting com- 
binations are less productive than they would be if everj' factor 
could be increased rvith equal facilit}'. In consequence, the 
marginal return on capital at any moment, measimed by the 
rate of profit per £100 invested, would be greater if there were 
less capital and less if there rvere more capital. But as time goes 
on, the march of science and discovery reveals nerv ways of 
using capital, that is, of increasing output by the use of more 
capitalistic methods of production, and this tends to push up 
the rate of interest. The influence of this force may be greater 
or less than the influence of the accumulation of capital, which 
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tends to take place as time goes on, and which of course tends 
to reduce the rate of interest. 


3. SAVING 

A person need not spend all his income on satisiying his 
current wants. He can save some of it. Under our present 
assumptions, he rvill lend what he saves. Every pound that he 
saves and lends represents the -power to command r^ousces to 
the value of a poimd. This power he gives* up, for the time 
being; he transfers it to the borrosver. Had he spent it, he would 
have consumed goods and services to that value. As it is, the 
borrower uses it to employ labour and materials to increase the 
stock of real capital. 

We can lay dotvn no absolute rules as to how the amount 
which an individual saves will vary virith his income or with the 
rate of interest. Different people have different temperaments. 
Some are naturally very parsimonious and may choose to go 
short even of “necessaries for efficiency” in order to save more, 
while others are of a spendthrift disposition and will save little 
or nothing even if their incomes are large. Moreover, most 
people are guided by their expectations of how their income 
tvill change relatively to their needs in the future. If a person 
expects his income to increase in the future, he will tend to 
save less titan otherwise. If he knows that his income will cease 
when he reaches a certain age and is compelled to retire, he will 
try to make some provision for his old age. A man who expects 
to have children will be likely to save more for that reason,' 
since their maintenance and education will tend to increasg his 
expenditure in the future. 

Nevertheless, experience suggests that as a rule a person will 
save a larger amount, and probably a larger proportion, out of 
a bigger income. For he need spend only a certain minimum sum 
on his own consumption in order to keep alive and a somewhat 
higher minimum in order to keep efficient. Hence a rich man 
has, so to speak, a bigger margin available for saving than a poor 
man, and in fact a country like the United Stdtes saves much 
more per head than a country like India, most of whose inhabi- 
tants are very poor. It is probable that a country would save 
'ess if its total income- were distributed fairly evenly among its 
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inhabitants than if the same total income were distributed 
unevenly. But the matter is complicated in Great Britain and 
some other countries by the high death duties levied on large 
fortimes when their o^vners die. It has been estimated that 
rich people in Great Britain, taken as a whole, do not add 
enough to their fortunes during their liietimes to cover death' 
duties. But it would be rather misleading to say that, on balance, 
rich people consume capital, fer out of its revenue, including its 
revenue from death duties, the State provides for the future in 
various ways. ' 

Experience also suggests that as a rule more \vill be saved at 
a higher rate of interest. Doubtless there are some persons who 
are so rich, and others in whom the habit of saring has become 
so ingrained, that their saving is almost “automatic”; they 
would save about the same amount even if the rate ofinterest were 
considerably higher or considerably lower (provided, of course, 
that a change in the rate of interest did not increase or dimiiush 
their incomes and thereby their ability to save). Some people 
save in order to acquire sufficient capital to provide them tvith a 
money income on which they can live when they retire or which 
they tvish to give to their cluldren or to use for some other 
purpose. If they are aiming at a money income of a given 
amount per year, they will save less if tiie rate of interest is 
highhr: for example, if the rate of interest were twice as high, 
they tvould need only half as much in order to get a given income 
from the interest upon their savings. It is probable, however, 
that most people would save more at a higher rate ofinterest and 
'less at a lower rate. A man who is prepared to fbigo a certain 
am0uatiof present consumption in order to obtain, say, 3 per 
cent would probably be prepared to foigo rather more in order 
to obtain, say, 6 per cent.. We are fairly safe in assuming that- 
in most countries the supply schedule of individual savings, if 
depicted as a curve with rates ofinterest measured up the vertical 
axis, would slope upward to the right, although probably it 
would slope rather steeply. 

A very low rate of interest might induce some elderly people 
to consume their capital by selling income-yielding assets in 
order to purchase aimuities. For example, a man of 50 with an 
income from property could treble that income for the rest of 
his life (and die leaving nothing) by selling his property and 
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purchasing an annuity with the proceeds if the rate of interest 
were only 2 per cent. The lower the rate of interest, and the 
older the person, the greater would be the proportionate increase 
In his (consumed) income fiom doing this; Many people, how- 
ever, refiain from this course because they tvish to provide for 
their children or other heirs. In so far as more annuities would 
be purchased at a lower rate of interest, the amount of new 
savings available would be reduced by the amount absorbed in 
purchasing the assets sold by people about to buy annuities*and 
this would be a restraining influence upon a dotvnVard movement 
of interest rates. 

In modem capitalist countries a considerable amount — 
probably more than half — of the total saving is performed by 
joint-stock companies, which from time to time use part of their 
profits to increase their assets instead of distributing the whole 
amount in dividends to their shareholders. Presumably, however, 
most of the shareholders do .not object to such action; if a 
majority did object, they could prevent it, and any shareholder 
who does not like the policy of his company can sell his shares. 
Hence the saving performed by companies reflects, on the whole, 
the desires of the individual shareholders.^ In the same way it 
may be claimed that most taxpayers are in general agreement 
with the saving performed by a Government in'spending part of 
its revenue upon durable assets such as roads and buildings ^d 
upon such purposes as education and research. 

We have taken saving to mean net saving, over and above 
what is required to maintain existing capital intact. But of 
course everybody who otvns marketable assets is free to sell sonte 
of them and consume the proceeds. A company need not s£t 
aside from its gross earnings enough money to replace all its 
assets when they wear out or become obsolete. A Government 
can borrow more than it spends on capital purposes. In short, 
people must constantly choose not only whether they will save 
more or less but also whether, and if so to what extent, they will 
consume their capital. The total amount which, instead of 
being consumed, is spent in maintaining and increasing the total 
stock of capital may be termed “gross saving.” 

^ It ^ould be noted, horvever, that some authoridcs do not share this 
vieti*. The issue is a highly complicated one, which we have not space to discuss 
fully. 
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4. THE RATE OF INTEREST AS DETERMINED BY 
REAL FORCES 

The reader will perceive that our imaginar>' capitalist society 
resembles the socialist society, sketched in the first section of 
this chapter, in that the same real forces explain, and govern the 
rate of interest in both. 

At any moment there are very many ways in which output 
could be increased in the future by employing capital. Many 
tliousands of schemes would yield receipts greater than their 
costs if money could be borrowed for nothing. Railways could 
be electrified, this industry or tliat could be mechanized, more 
houses and roads and ships and otiicr durable goods could be 
constructed, and all at a profit. But labour and natural re- 
sources arc limited in amount, and there arc abo limits to the 
extent to which people arc able and willing to curtail their 
present consumption in order that existing factors may be used 
in more “roundabout”' wa)’s. Hence it is not possible to cany 
out all these schemes; it is necessary' somehow to choose which 
shall be utilized and which forgone. Under socialism, the 
planning committee makes tlie choice, using a rate of interest 
for purposes of calculation. Under capitalism the rate of interest 
cuts down the demand for loans to the amount available, 
thereby ruling out all schemes which arc not expected to yield 
prbfit at least as great as the interest which tvould h.ive to be 
paid on the capital employed. 

Under socialism, the planning committee decides how much 
shall be saved. In our imaginary' capit.alist society', this is 
decided by all the people who save, each acting as he tliinks 
best. A higher marginal productivity of capital, and therefore 
a higher rate of interest, is likely' to induce more sawng. 

Under socialism, the planning committee decides in which 
svays savings shall be invested. In our imaginary capitalist 
society, this decision is taken by entrepreneurs, who seek to 
make profits for themselves. But tlicy can make profits (apart 
from monopoly and swindling) only by using free capital in the 
ways w'hich best satisfy demand. The more efficient their 
methods, the greater their profits. 

Upon our present assumptions, the rate of interest is a price. 
Like all prices, it is dctei-mincd by supply and demand. It is 
the price paid for a loan. A rate of interest of 3 per cent means 



IMTEREST 


305 


that the price of a loan of £100 is £3 a year. The rate of interest 
ensures equality bet\veen the demand for loans and the supply 
of loans. Savers, by spending less than their income on con- 
sumption, release resources to be used by investors to produce 
new capital goods. It is true that what pass between lenders 
and borrowers are sums of money, but these are only the means, 
of effecting the transfer of resources foom the production of 
consumption goods to the production of capital goods. If an 
invention, or the opening up of new territories,, or the disewery 
of new mineral resources, or the increase of population, raises 
the profitability of capital and thus the demand for loans, the 
rate of interest rvill rise; if the community decides to save a 
larger proportion of its income, the rate of interest svill fall. 
A shift in the demand curve or in the supply curve .will change 
the rate of interest until the demand for loans and the supply 
of loans, or, in other words, imtil investment (the valne of new 
capital goods) and saving, are again equal. 

This account of the matter is not seriously modified by the 
fact that entrepreneurs are not the only borrowers. Govern- 
ments and- other public bodies borrow, and sometimes borrow 
large sums, for various purposes. Some persons borrow in order 
to consume more than their present incomes. We need not 
discuss these points; the demand for loans fi-om other borrowers 
can be added to the demand fi'om industry and trade. In the 
same way, the fact that individuals are not the only savers — 
much saving being performed, as we have noted, by companies 
out of undistributed profits — does not seriously affect the 
argument. 

But the whole picture is quite-transformed when we remove 
our other assumptions, and turn fi'om our imaginary society to 
an actual capitalist society. This we shall now do. 

5. TYPES OF ASSETS 

In an actual capitalist society, there are various kinds of 
assets which a person can acquire instead of spending the 
money on consumers’ goods. We shall simplify by considering 
only the four TuaiTi types, which may be called for brevity bonds, 
shares, bills, and money balances. Each type has its advantages 
and its drawbacks. 


iz— (B.393) 
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Long-term fixed-interest securities may be termed bonds. 
They give the holder the right to a fixed money income. Sup- • 
pose that a person lends £100 to the British Government, which 
in return pays him £3 a year. The long-term rate of interest is 
3 per cent. The lender no longer has his ,^100. He could have 
spent it; he could have kept it in his home or at his bank. 
Instead he parted wth it to the British Government. In place 
of it he has a right to £3 a year. He can sell this right at any 
time, through the Stock Exchange, to somebody else. So long 
as the rate at which the British Government can borrow for a 
long period remains at 3 per cent, this right will be worth ,£100 
cash. This rate may rise. Suppose it rises to 6 per cent, and is 
expected to remain there. The market price of a 3 per cent 
security of face-value £100 will fall to ^{^50. For anybody with 
,^50 can exchange his £30 for a fixed money income of £3 a 
year. Or this rate may fall. Suppose that it falls to a per cent 
and is expected to remain there. Unless the British Government 
has the option of paying off the holder of such a security, by 
giving him its face-value of £100, the market value of this 
security will rise to ;ifi50, because in order to get a safe fixed 
_ income of £3 a year, a lender must now’ lend what- 

■ ever happens to the current rate of interest, and therefore to 
the .market value of fixed-interest securities, the man who owns 
such securities continues to-draw' the same fixed money income. 

We define the long-term rate of interest, therefore, as the rate 
at which the British Government can borrow for a long period. 
It is measured, at" any time, by the “yield” on long-term British 
Government securities, expressed as a percentage of their value. 
Suppose, for example, that the ne^vspaper reports that die price 
of si per cent Consols is 80. This means that the right to £e los. 
a year for ever, guaranteed by the British Government, sells in 
the market for £80. The inference is diat the British Govern- 
ment could boiTow, on long-term, at the moment by paying 
£2 JOS. a year for each £80 lent to it. ai is per cent of 80. 
The eurrent rate of interest is 3jper cent. 

The yield on other fixed-interest securities, such as the 
“debentures” issued by various firms, will be higher than this. 
Tliis is because the risk of default by die borrower is greater' than 
the quite negligible risk of default by the British Government. 
Yields vary also for other reasons, into which we shall not enter. 
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such as the date when the loan is to be repaid, and the “market- 
ability” of the security. 

The advantage of a bond, then, is that it yields a fixed money 
income. The drawback is that its market value may fall; in 
other words, the current long-term rate of interest may rise. 

We turn to shares. Some pages back we asked why lenders, 
do not take the whole of the profit for themselves. The answer 
is that they often do. The owner of an “ordinary” share in a 
company whose capital is represented by looo such shares,* owns 
one-thousandth of the assets of that company and gets one- 
thousandth of the profits. In contrast to the owner of a “deben- 
ture,” which is a bond yielding a fixed money income, he gets 
a fluctuating income, a share in the profits.* He plays little part, 
as a rule, in the management of the business, which is left to a 
salaried and qualified manager, but he shares in the risks, and 
in the profits. In these respects he resembles the man who 
invests his capital in his osvn business or, in, say, houses. We use 
“shares” as a brief term to cover “real capital” yielding profits. 

Suppose a man owns a share of face-value £ioo in a shoe 
company. In a pardcular year his income fi'om it, his “ dividend,” 
may be, say, £5. Had he bougj^t a British Government security 
instead, he would have receiv^ only ,^3. The advantage of 
holding shares rather than (safe) bonds is that their yidd is 
likely to be greater. But so are the risks. For any of several 
reasons — changes in tastes, a fall in population, the entry of 
new rival firms, cheaper imports, ttixes on shoes, bad manage- 
ment — the demand for the. shoes made by that company may 
fall. If so, the dividend tvill be less; perhaps there may be no 
dividend at all. The value of the share tvill fall. Its holder 'wiU 
have both a smaller income and less capital. 

The rate of profit per annum on capital used in industry and 
trade is the net yield (after deducting depreciation charges) 
expressed as a percentage of the current cost of the assets. Their 
original cost is a matter of history, without any present signifi- 
cance. If a firm buys a machine for £1000 and soon after the 
cost of similar machines falls to £800, its machine should be 
valued at once at only £800, and the rate of profit should be 
calculated on that basis. 

^ There are various *‘hybrid8.** For e?:aznple, some shares give the holders 
the light to a fixed money income plus something extra when profits are good. 
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Clearly there is a close connection between the rate of profii 
and the rate of interest. In the absence of risks, the two would 
be equal.' For people have the choice of taking either profits 
or interest, of holding either shares or bonds. Owing to risks, 
the rate of profit is on the average somewhat above the rate of 
interest. But the two tend to move together. An increase in 
rates of profit will tend to increase the demand for loans from 
industry and trade, and to raise the rate of interest; and 
conversely. 

Short-term fixed-interest securities may be termed biUs. A 
three-months’ Treasury Bill for £5000 is in effect a promise by 
the British Government to pay £5000 in three months’ time. 
The rate of interest on bills varies with the credit-standing of 
the borrower and with the length of time before “maturity”: 
that is, before they are repaid. As a rule, short-term rates are 
below long-term rates. Sometimes they are far below. Thus in 
September, 1937, a three-months’ Treasury Bill sold for about 
£4993}, giving a yield equivalent to only per cent per annum. 
The main reason why short-term rates are lower, as a rule, than . 
the long-term rate is that the risk of loss from a fall in the market 
value of the security is much less. Suppose, for example, that a 
man buys a £100 three-months’ bill for ^gg los. At the end of 
three months he will get ,^100. If he wants to turn the bill into 
moiicy after, say, six iveeks, a bank tvill buy it from him (or, to 
use the technical term, will "discount” it for him). Even if 
the rate of discount on such a bill has risen iixim s per cent to 
as much as t6 per cent, he ■will get £g8 for it. But a man who 
bought Consols at £94 at the beginning of 1935 and sold them 
tov^ds the close of 1937 would have had to sell them at about 

£76. 

Hence the advantage of holding bills is that the risk of capital 
loss is completely avoided unless they have to be discounted 
before maturity; and even in that event the capital loss 
be small. The drawback is that the rate of interest received is 
lower than on bonds. 

The fourth type of assets is mon ^ — ^lioldings of cash or of cash 
balances. The advantage of holdii^ money is that money alone 
can be used to pay a money debt. The lender on short term 
runs only a slight risk of losing any of his money. If he can trait 
imtil the loan matures, he tvill get back the exact sum which he 
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lent. But he does forgo the advantage of holding money. We 
may perhaps regard a short-term rate as a payment to lendera to 
compensate them for this sacrifice of “liquidity.’’ If there is a 
general increase in the desire to become “liquid,” short-term rates 
tviU rise. This happens to a marked extentduiing a finaneial panic 
Firms are very anxious to borrow money on short terr^n orde 
to meet their current money obligations and avoid bankruptcy. 


6. THE RATE OF INTEREST AND THE TRADE CYCLE 

Nobody, so far as I know, has ever explained the rate of 
interest in an actual capitalist country solely on the lines which 
we followed when discussing our imaginary society. For the 
influences which we left out are often of great importance in 
the real tvorld; they may, and some economists think they 
usually do, completely swamp the others. We must now 
intro^ace them. 

This means that tve must refer to the trade cycle and the 
banking system — ^topics which we deal with later in the book, 
and then not very fully. The alternative course would be to 
defer this discussion until totvards the close of the book, thus 
splitting our account of interest into two parts. ! am reluctant 
to do this. The reader can of course defer the present 'and 
following sections, anB return to them later, if he tvishes. Mean- 
while, we shall be as simple as possible. 

We have seen that the volume of saving depends largely on 
the level of income. People, and therefore countries, save more 
out of a large income than out of a small one. But the income 
of a country may be low because many workers and o^er 
resources are unemployed. If they could be employed, if slump 
could be transformed, into recovery or boom, the national 
income would be greater, and so would the volijme of saving. 
Recovery would be brought about by an increase in investment. 
A larger demand for free capital from industry ajid trade, met 
by an increase in the money provided by the banting system, 
would increase employment, thereby raising incomes and 
causing savings to increase. The supply curve of saving, there- 
fore, is not independent of its own demand curve (which reminds 
one of the man who had to pay a higher price ibr a parrot at 
an auction sale because it had been bidding against him). 
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Take the opposite case. Suppose that people decide to save 
more. They therefore spend less. The demand for consumers’ 
goods falls. If entrepreneurs are not prepared to increase their 
investment, the result may be an increase in unemployment, so 
that total savings (owing to the fall in incomes) are in fact no 
'greater, and probably less, than before. The attempt to save 
more may bring about a slump; the industries making con- 
sumejs’ goods do badly, and order less machinery and equipment 
and materials. • 

This diflSculty arises because the decisions to save are taken 
by one set of people, and the decisions to invest by another set. 
Saving and investment are not co-ordinated as two aspects of 
one and the same plan. 

We have seen that the demand for loans from industry and' 
trade, reflecting the amount of investment which entrepreneurs 
are prepared to undertake, depends on the expected rate of 
profit. This in turn depends on trade prospects. If these seem 
good, entrepreneurs may want to borrow a good deal. If they 
seem bad, some entrepreneurs may not want to borrow at all 
and othets may not be able to borrow because potential lenders 
doubt whether they will be able to repay. 

It follosvs that if fluctuations in the state of trade and the 
amount of unemployment are considerable, they may exert a 
dominating influence on the expected rate^of profit and on the 
volume of investment and saving. 


7. THE RATE OF INTEREST AS DETERMINED BY 
MONETARY FORCES 

The demand for loans comes not only from borrowers who want 
the money in order to buy new capital .goods or other things. 
It comes partly from bon'owers who want to hold some of the 
money in the form of a balance at the bank. 'The supply of loans 
does not come only from savers. It comes also from banks which 
create new money and from people who decide to reduce the 
amount of money which they hold. 

We could take account of these facts by considering the total . 
supply of loan money, and the total demand for it, from all 
sources. Instead, we shall give a brief accoimt in this section 
of the theory that the rate of interest equates the demand for_ 
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money, meaning money balances and not loans, with the supply 
of money. 

I.et us begin with the demand for money. Most people and 
firms are constantly receiving money and paying out money. 
Nevertheless every person or firm holds on the average, taking 
one day with another, a certain sum of money. What determines 
the amount of money which, on the average, a person or firm 
wishes to hold? 

Fart of the money is held to finance currpnt transacfions. 
People know that they will have to make money payments in 
the near future. In the course of their business activities they 
may be suddenly called upon to make such payments. There- 
fore ,they hold money balances. Given the habits of the com- 
munity, tve can take the size of these balances, held for con- 
venience, as given. 

If money is held in excess of the amounts needed for these 
purposes, why is it held? For it is held at a cost. It could be 
used instead to buy securities. It could, that is to say, yield the 
current rate of interest. As it is, it yields nothing. It is an idle 
asset. 

The reason is that people fear that the prices of securities may 
fall. A bond bought to-day at ,^100 may fall to ,^90, so that a 
buyer tvould get ,^3 income, say, for the year but would Jose 
£10 of the £100 which he gave for the bond. The capital value 
of money, on the other band, is perfectly safe; £100 will always 
be worth £100. 

It is clear, hou'cver, that the reluctance of people and firms 
to buy securities will vary with the income rvhich they forgo 
by holding assets in the form of idle money. Their demand’for 
money as against securities will not be independent of the rate 
of interest. The higher the rate of interest, the greater is the 
inducement to hold less money and more securities, and con- 
versely. We thus obtain a demand curve for money balances 
depending on the rate of interest. For interest is the price paid 
for money; the cost of holding money is the interest forgone 
by choosing to hold money rather than securities. This demand 
curve will be downward sloping, illustrating the fact that the 
lower the rate of interest, the larger will be the amount of money 
which people trill trish to hold. 

We turn now to the supply of ^oney, in the sense of the total 
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amount of money— coins, notes, and bank deposits — ^in existence. 
This amount is detennined by the banking system. And ail the 
money that is in existence must be held by someone. 

This may seem confusing. We have just stated that the demand 
for money of the community as a whole depends on business 
habits on the one hand, and oh the rate of interest and people’s 
.preferences for money balances rather than securities on the 
other hand. Now tve declare that the total amount of money 
in existence, which must all be held by someone, is detennined 
by the banking system. 

This, however, involves merely an application of the general 
supply-and-demand analysis. If the supply of any good is 
independent of its price, that is, completely inelastic, all pf it 
will be sold. Consumers will determine not the total amount 
which is bought, lor the whole supply must be sold, but the 
price at which that total amount will be taken off the market. 
The same relationship holds here. The community as a whole 
does not determine the total amount of money in existence, but 
it does determine the price at which this money will be held. 
And this price, the price of money, is the rate of interest. 

The rate of interest equates the supply of money as detennined 
by the bankirig system uith the demand for money as determined 
by people’s habits and their preference lor liquidity. If the 
amount of money increases, people tvill, in the first instance, 
hold more money relatively to ieir other tissets than before. 
But since, before, the advantages of liquidity, derived from 
holding money, were just equal to the rate of interest, these 
advantages will now be less than the rate of interest. The 
reKtive marginal utility of holding money wll have fallen, 
because the amount of money held is greater than before. 
■Hence the community as a whole tvill try to exchange part of its 
money for securities. The amoimt of money is, of course, given. 
But if everybody demands securities the price of securities uill 
go up; in other words, the rate of interest will fall. And it tvill 
continue to fell until it reaches a level at ■which the community 
as a whole is willing to hold the total amount of money in 
existence. 

Again, suppose that the “liquidity-preference” of the com- 
munity increases. This means that people’s demand for money 
increases. Everybody will try tp sell securities for money. The 
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price of securities wU fall, in other words, the rate of interest will 
rise. It will continue to rise until it reaches a level at which people 
will want to hold no more money than the amount in existence. 

How does this theory manage to rule out the influence exerted 
on the rate of interest by the demand for loans flom borrowers 
and the supply of loans by savers? In a progressive community, . 
new borrowing for capital accumulation, and new lending, are 
taking place. What about the vie^v that &e rate of interest 
equates the two ? 

The answer given by those who hold this theory is as follotvs. 
Over a period of time, such as a year, the volume of new securities 
oSered by borrowers and the volume of new securities demanded 
by savers will be small relatively to the total amount of securides 
in existence. A small addition both to the demand for and to 
the supply of securities will have no influence on their price. 

An increase in the demand of borrowers will find some people 
tvilling (so it is said) to lend more, to offer more money, tvithout 
a change in the rate of interest. And conversely, if saving 
increases, netv borrotvers can be found. For the demand curve 
for money with respect to the rate of interest is very elastic; 
people are tvilling to reduce or add to their hoards wifoout any 
significant change in the price of securities. Hence, it is con- 
cluded, in the real world, where owners of wealth balance ^the 
advantages of holding securities against the advantages of 
holding money, the rate of interest is determined (given the 
amount of money) by "liquidity-preference,” and not by the- 
profitability of investment or the ■willingness to save. 

8. THE RATE OF INTEREST AND SPECULATION 

The preceding section gave a brief account of a theory which 
a number of economists accept. We must now point out that it 
needs considerable modification. Even if we accept the general 
standpoint that the rate of interest is a monetary phenomenon, 
depending on the amount of money and liquidity-preference, 
we cannot accept the theory just outlined as it stands. 

That theory distinguishes only ttvo types of assets — ^money 
and securities. As ■we have already seen, there are four main 
types. We must now take account of “bills”: of short-dated 
securities, yielding a short-term rate of interest. 
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The term “liquidity” is ambiguous. It is often said that some 
assets are more liquid than others because they can be sold 
more easily for money. Another notion is that one asset is more 
liquid than another if its money value is less likely to fall. In 
the present context, we must insist that “to be liquid” means 
one thing and one alone. It means “to hold money.” 

Money yields no interest. The alternative, it tvas said, to 
holding money is to hold “securities” — ^meaning bonds. Bonds 
do yield interest- on the other hand, their market value may 
faU. 

But what about bills? Bills too jdeld interest; and their 
market value, provided one can u-ait a little while until they 
mature, will not fall. One can sacrifice liquidity, and get 
interest, u-ithout risking one’s capital, by holding bills. From 
this standpoint, a deposit at the Post Office Savings Bank offers 
the same opportunities to a relatively poor man as a Treasury- 
Bill to a rich man. 

Hence the cost of keeping liquid, the interest forgone by 
holding money, is measur^ not by the long-term rate of interest 
but by the short-term rate. A man who u-ants to safeguard the 
money value of his capital can do so either by holding money 
or by holding short-term securities. If he holds tire latter he 
gets^ interest, at the short-term rate, but he sacrifices liquidity. 

The long-term rate of interest is usually, but not always, above 
the short-term rate. The difference, over a long period, may 
Jje regarded as a “lisk-premiiun” received by holders of bonds 
for taking the risk that their prices tvill fall. 

The long-term rate of interest, as measured by tlie price of 
Censols, has in the past remained remarkably- stable for a 
number of y-eais at a- stretch. Income has fluctuated con- 
siderably-, liquidity-preference has gone up and dou-n, banking 
•policy has changed, but it has required an uphea\-al such as 
tliat caused by the “cheap money” policy- adopted by the 
British Government in 193a to bring about a large change in 
the price of Consols. 

This requires explanation. The explanation is that “specu- 
lators,” if we may use the term in a highly respectable sense to 
include banks, insurance companies, investment trusts, discount 
houses, and siinilar institutions, are at work. The majority of 
people \vho buy- bonds doubdess buy- them to hold. They want 
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the fixed money income which bonds yield, and they get that 
whether the prices of their bonds fall or not. But there are also 
speculator. When the prices of bonds fell below what they 
have come to regard as the “normal” level, these speculators 
sell some of their short-term securities and buy bondb. When 
the prices of bonds are regarded by them as unduly high, they 
do the opposite. 

Hence it is the short-term rate which is fundamental. IJiis is 
determined largely by banking policy, by the amount of money 
created by the banking system; and partly by liquidity- 
preference. The long-term rate may be regarded as Ae expect^ 
average of future short-term rates (over a long period) plus a 
risk-premium. The long-term rate may be kept fairly stable, 
for several years at a time, by speculation. 

9. CONCLUSIONS 

We warned the reader at the outset that the subject of interest 
is difficult and controversial. We have felt it otu- duty to present 
both the view that interest is determined by real forces and the 
view that it is determined by monetary forces. Nobody, I think, 
would deny that in a modem capitalist society monetary 
influences play a large part in determining the rate of inteiest. 
Whether they completely swamp the real forces is a matter for 
debate. 

Our own view is that for Great Britain the explanation given 
in the preceding section is fairly satisfactory. But it covers oidy 
three of our four types of assets. It explains short-term rates of 
interest and it explains the price of Consols. But the rate'^f 
profit in industry and trade, which strongly affects the prices 
of shares, varies much more than the long-term rate of interest. 
Often it is well above the latter. During a severe slump the 
expected rate of profit on new capital in many lines may be zero 
or negative. An increase in the quantity of money may, probably 
will, raise the price of Consols soniewhat. But. it tvill not neces- 
sarily leaJ to greater investment in industry and trade. The 
rate of interest at which firms can in feet borrow fi'om the public 
or the banks, which is not the same as the yield on Consols, 
might have to become negative in order to induce firms to invest 
in more real capital. 
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The reader shooild note that the monetary theory of interest 
which we outlined and then modified relates to a closed com- 
munity. The rate of interest within a country may be affected 
by borrowing from abroad or by lending to other countries.' 

The general level of interest rates in poor countries, which 
• are over-populated or not developed, is well above the general 
level in wealthier countries. This can be explained only by real 
forces. The marginal productivity of capital in, let us say, 
Bulgaria is high*because capital is relatively scarce and people 
are riot rich enough to save much. Banking policy in Bulgaria 
can doubtless do something to affect interest-rates there, but it 
cannot enable Bulgarian farmers or factories to borrow at 3 or 
4 per cent. 

If important new opportunities for investment arose, s imila r 
to those provided in the past by railways or the discovery of 
■ new mine-fields, it is probable that the rate of profit would rise 
and that, even in Great Britain, speculators would change their 
views — downwards — ^as to the “normal” price of Consols. 



CHAPTER XIX , 

RENT 

I. RENT IN THE ORDINARY SENSE 
In ordinary speech the rent of anything is a periodical pa^lnent 
made for the use of it. Thus the owner of a piece of land may 
lease it for a term of years to a tenant who contracts to pay him 
a fixed sum of money each year for the use of it. This fixed sum 
is known as the rent of the land. 

The owner of any durable good may hire it out to somebody, 
in return for an agreed periodical payment, instead of using it 
himself. Thus rent may be paid for the use of a house or a 
machine or a refiigerator, to give only three examples, as well 
as for the use of land. The agreement may stipulate that the 
rent shall be calculated in terms of wheat or some other com- 
modity, but as a rule rents are fixed in terms of money. 

During the period of the agreement the owner is in a similar 
podtion to a person receiving a fixed income as interest. Con- 
sider, for example, a landlord who has leased his land to a 
tenant at a fixed annual rent He and the tenant have made an 
agreement and both must abide by it. As time goes on, con- 
ditions may change. The net money yield of the land may 
become higher than was expected when the lease was signed. 
The landlord could now get a higher rent if he were firee to make 
a iresh bargain. But he is not fine to do this: he is bound by-«he 
terms of the lease. Conversely, if the net money yield of the land 
becomes lower than was expected, the tenant must nevertheless 
continue to pay the rent agreed upon. When the lease is up, 
the landlord can of course make a new agreement, either with 
the same tenant or with a new one. If the net money yield of the 
land is expected to be higher than when the old lease was signed, 
he can obtain a correspondingly higher rent; if it is expected 
to be lower, he must accept correspondingly less in order to get 
a tenant. 

Clearly, changes in the net money yield of land and, in general, 
in the market value of the services rendered, per unit of time, 
317 
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by a durable good will make rents fixed by agreement in the 
past either higher or lower than the rents obtainable at the 
moment for the use of similar goods. This raises certain problems, 
such as those connected with the bimden of fixed charges during 
a depression, which we need not consider here. At any moment 
the annual rent obtainable for a durable good will tend to equal 
the expected net annual value of its services. 

If shnilar goods can be readily produced, the rent obtainable 
will ^o tend to equal the current rate of interest upon their 
present cost of production. If it were greater, fi-ec capital would 
enter that field, in order to earn more than the prevailing rate of 
profit, and the increased supply of such goods would reduce the 
value of their services. Conversely, if it were less, fi«c capital 
would avoid that field, goods of that type which wore out would 
not be replaced, and in time the value of the services of such 
goods would be raised until it again became worth while to 
produce them. 

The term rent,is sometimes used by economists to denote the 
earnings of more or less specific means of production whose 
supply cannot be increased or diminished. Rent in this sense is 
a kind of surplus. Before considering whether all land, or some 
land, or any other durable good, does in iact yield rent in this 
sense, we shall illustrate this special meaning by a hypothetical 
ex^plc. 


2. RENT AS A SURPLUS 

Suppose that a given area of land can produce only wheat 
and nothing else, and that no other land can produce wheat. 
Suppose further that this wheat-land is homogeneous, any acre 
being a perfect substitute for any other. These assumpdons, of 
course, are most unrealistic. We make them in order to illustrate 
the special meaning of “rent” as a kind of surplus. 

If this land produces wheat without the co-operation of any 
other factor of production, each acre tvill produce a given 
quantity of wheat per year, and its annuol'eamings tvill be simply 
the value of that quantity of wheat. Thus, given the amount of 
wheat-land, and the amount of wheat produced by it each year, 
its earnings or “rent” will depend upon the demand for wheat. 
Since the wheat-land is homogeneous, all of it will be employed 
(unless it is all owned by a monopolist or unless the owners 
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combine to act monopolistically) so that, the amount of wheat 
forthcoming each year is fixed. 

Now suppose that the amount of tvheat produced in any year 
varies with the climate. Favourable climatic conditions result 
in a bigger crop. Whether the owners of the wheat-land gain or 
lose by a bigger crop depends upon the clastidty of the demand . 
for wheaf. They may gain or they may lose. Consumers of 
wheat of course gsun by a bigger crop> and even if the producers 
lose, it is reasonable to suppose that the to consumers 



outweighs the loss of producers, since the total supply of goods is 
increased. 

In fact, however, land alone can produce very little. It needs 
the co-operation of other iactois. Let us simplify by supposing 
that it needs only the co-operation of homogeneous labour. If 
this labour is employed mainly in other industries, the wage 
which otvners of wheat-land must pay in order to hire it is fixed. 
The wage which they must pay will equal the maiginal pro- 
ductivity of that labour in other industries. 

How much of this labour will be employed per acre — or per 
100 acres — of wheat-land? The more labour there is employed 
(up to a certmn limit) the greater will be the total output of 
wheat. But after a point, as more labour is employed on a fixed 
amount of land, the marginal product of that labotir will fall.^ 
Thus an owner of wheat-land, regarding both the price of wheat 
and the wages of labour as fixed for him by the marliet, will 
* Sec Fig. 32. 
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employ whatever amount of labour manmizes his own income 
or “rent” from his land. This amount of labour will be the 
amount which makes the fixed wage per man equal to the value 
of the mai;ginal product of the labour. 

In fact, as more men are employed upon the wheat-land, 
..wages per man will tend to rise owing to the increased demand 
for labour from the wheat industry. And the prices of wheat per 
bushel will tend to fall, owing to the increased output of wheat. 
But we ctm supppse that this has happened in the past, and that 
Y 



for some years both the price of wheat and . the wages of labour 
have been fairly steady. Thus to any single owner of wheat-land 
the price of wheat and the wages of labour appear to be fixed 
for him by the market. If the demand for wheat increases, its 
price rise and all owners of wheat-land will employ more 
labour and increase their output. Conversely if the demand for 
wheat falls. If the wages of labour fell, owners of wheat-land 
will employ more labour, and conversely if they rise. In this 
way the preferences of consumers make themselves felt through 
the price-system. 

Thus rent in the economic sense can be defined as a surplus 
accruing to a specific fector the supply of which is fixed. If the 
supply of wheat-land were not fixed, some of it would lie devoted 
to other uses when the price of wheat fell -and to uses “requiring 
less labour when wages rose, and other land would be put tmder 
wheat when the price of wheat rose. 
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If the fixed supply of wheat-land is not homogeneous, it is 
easy to understand why better land tvill earn more per acre than 
worse land. It will earn more because it can produce more. 
In Fig, 33, the more fertile acre employs OM men and the 
shaded area represents its rent; the less fertile acre employs 
OJV men and the cross-shaded area represents its rent- 
And it is easy to understand why some wheat-land may be 
left unused. It will be left imused if the value of the wheat it 
produces is less than the price whitdi has to bg paid to tlie co- 

y 



operating factor of labour. Thus, in Fig. 34, the owner of the 
land would receive less finm the sale of its produce than he had 
to pay in wages, however fmv or many men he employed. 


3. LAND AND RENT 

The significance of rent, in the fecial sense which we have 
'just illustrated, springs finm the fact that the supply of a- factor 
which yields rent ctumot adapt itself to changes in demand. 
The supply of such a factor will not diminish, hotvever low- its 
earnings may fall. It has no supply price. If the whole of its 
earnings, or rent, ivere taken away, for example by taxation, the 
number of units in existence would remain the same. And its 
supply cannot be increased. A rise in the demand for it will 
increase its earnings without bringing any additional units into 
existence, and thereby reducing towards their former level the 
earnings of existing units. Its earnings are a surplus, or rent. 
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and changes in them do not lead to changes in the supply of the 
factor. 

We must now turn to the real world and consider questions 
of fact. In what sense, if at all, does land yield rent? And do 
any^ther factors yield rent? 

The “supply” of land, in this connection, may mean either 
(a) the supply of land for a particular purpose, such as growing 
wheat or serving as sites for buildings, or (A) the total area of 
land" in the world as a whole, or (c) the total area of land in a 
given country or district. The supply of land for a particular 
purpose can fairly readily adapt itself to changes in demand. 
The total land area of the world is more or less fixed, but so is 
the total number of workers, and neither fact is very significant 
from our present standpoint. The total area of land in a given 
district is fixed, and, in so far as land in other districts cannot 
serve as a good substitute, this may be of considerable significance. 

(a) We have already pointed out, when discussing the mobility 
of factors of production, that much land can be used in any one 
of several ways. An increaseJ demand for, let us say, wheat, 
and therefore for wheat-land, can and will be met by turning 
some land previously .used for other purposes into wheat-land. 
And conversely, if the' demand for wheat falls, some land pre- 
viopsly under wheat will be put to other uses. The supply of 
wheat-land is flexible and does adapt itself to changes in demand; 
and this is true of the supply of land for almost any particular 
purpose. Hence wheat-land, or pasture-land, or building-land, 
as such, does not yield "rent” in the special sense which we have 
been discussing. 

■^b) The total land surface of the world, however, is more or 
less fixed. This means that a permanent increase in the demand 
for land in general, due for example to the growth of population,' 
would result in a pcimanent rise in the incomes of landowners, 
and a permanent decrease would result in a permanent fall in 
their incomes. 

It is true that land can be reclaimed from the sea. Holland 
has reclaimed many square miles, and Capetown is about to 
increase its area by some 50 per cent in this way. But it is very 
unlikely that the land area of the world tvill be increased by any 
considerable percentage. The costs of reclaiming land are so 
high, even in those districts where it can be done most cheaply. 
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that a very large rise in land-rents could take place without 
leading to much new reclamation. 

It is also true that the productivity of land can be increased : 
for example, by the use of fertilizer. Free capital will be invested 
in this way, in response to an increased demand for the products 
of land, until the return on such free capital, at the margin, is 
no higher than the rate of profit elsewhere; But “improvements” 
to land are not a perfect substitute for land itself. After a point 
the increased application of fertilizers, or anything else,' to a 
given area of land, yields diminishing returns^ If an increased 
demand for agricultural products makes it profitable to invest 
more free capital in improving existing land, that very fact 
indicates that the rent or surplus accruing to the owners of land 
has increased. In terms of our diagrams, the increased prices 
of agricultural products have raised the curve showing the 
marginal productivity, in terms of value, of co-operating factors. 
The curve showing their physical marginal productivity remains, 
the same, but a rise of, say, 20 per cent in the prices of the products 
raises the value of any given marginal product by 20 per cent. 
This increases the surplus accruing to the landowner and makes 
it worth his while to employ more co-operating factors, thus 
increasing his surplus still furtiier. 

The supply of land as a whole, then, is mote or less fixed and 
does not respond to changes in the demand for land as a wfiole. 
Much the same is true of labour. The total number of workers 
available is more or less fixed. It is not in the least certain that a 
general rise in wages will increase the number of births and 
thereby, eventually, the total number of workers. Nor is it at all 
ce^in that a general fall in wages will diminish the numbe?t^f 
births, although if the fall is sufiiciently great it will doubtless 
eventually reduce numbers by sheer starvation. Neither acres 
nor workers are homogeneous, so that a general increase in the 
demand for labour, or for land, may bring into use workers, or 
acres, not worth employing before. Free capital can be invested 
in increasing the productivity of either labour or land and in 
converting one type into another; one can train an unskilled 
worker to become, say, a plumber and one can convert some 
pastvue-land into, say, market gardens. The' supply of either 
land or labour for any particular use can usually be increased or 
diminished. 
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Probably most changes in economic conditions increase the 
demand for some uses of land and diminish the demand for others. 
The fact that the total area of land is fixed (whilst always a 
limiting influence upon output) becomes significant, from our 
present standpoint, only when there is a permanent change in 
the demand for land as a whole. And the same is true, within 
limits, of labour. If we say that the income accruing to land as a 
whole is of the nature of rent, we must say the same of labour as 
a whole. 

(e) Neverthel&s, the geographical location of any particular 
acre is fixed, and this may be important. Suppose that all the 
land in a particular district is wheat-land. An increased demand 
for wheat tvill mean that land elsewhere is put under wheat 
The landowners in that particular district may not get an appre- 
ciably larger income than before, because wheat can be grotvn 
elsewhere and sold in competition tvith their wheat. 

But it may be that the demand for land in a particular area 
increases, and that land in another area trill not be able to meet 
this demand. A leading example is the demand for sites in a 
given district. Thus the growth of London has raised land values 
in and around London. The fact that the demand for sites in 
South Wales has diminished has not prevented (although it may 
have somewhat checked) the rise in land values in London. Some 
people and firms may buy land in South Wales instead of in 
Greater London if the price difference is large enough. But land 
in South Wales is, for most purposes, a very imperfect substitute 
for land near London, and sites cannot be transferred &om South 
Wales to London. The supply of sites in London is limited. An 
i^reased demand for them rtuses their value and therefore raises 
rents even if at the same time land values and land-rents are 
falling in other districts. It is true that people who tvant to live 
in London can live some distance out and spend time and money 
in travelling to and Sro. But they will do this only if site-rents in 
London rise so much that they think it worth while to incur 
these costs. 

Another important example arises from the fact tliat a national 
government may restrict ihe import of agricultural products. 
This raises the prices of agricultural products witltin that country 
and thereby tends to raise tltc price, and rent, of land as a whole 
vrithin that country. Land elsewhere is not permitted to compete 
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freely, for obstacles are placed in- the way of its products when 
they try to enter. 

The English classical economists laid considerable stress upon 
rent. That is the main reason why we have devoted a chapter 
to this subject. For, after all, we are only repeating from a 
somewhat different standpoint what we have already discussed 
in connecdon with the mobility of factors and the significance of 
specificity. We may hazard the opinion that the English classical 
economists were impressed by ttvo facts. Lasdlo^s formed a 
distinct and important social class and the question whether 
import duties upon com should be increased or reduced or 
abolished \vas a very live issue at the time when they wrote. 

We have still to consider whether there are factors other than 
land which are fixed in supply, in any significant sense, and which 
therefore yield rent. There certainly are such factors. The 
owner of a mineral spring svith special and unique properties, or 
of an historic house which people pay to visit, the Siamese twins 
and the Dionne quintuplets, the International Nickel Company 
(which owns nearly all the nickel in the world), all obtain ^ 
income of the nature of rent. And the concept of rent can be 
extended to include many other incomes, or portions of incomes. 
It can be extended to the incomes of factors which are durable, 
so that it takes a considerable' time for their supply to diminish 
if their incomes fall, and which take a fairly long time to produce, 
so that a rise in their incomes increases their supply only after a 
considerable interval. ' We discuss this concept of quasi-rent in 
the next section. The concept of rent can also be extended to 
cover the suiplus received by any given miit of a &ctor above^ 
"transfer earnings.” . We discuss this in our final section. 


4. QUASI-RENT 

In the long run the earnings of durable goods will tend to 
equal the current rate of interest upon their current cost of 
production. If their earnings are greater than this, more of them 
will be produced, and this will bring down the prices of their 
products. If their earnings are less tiian this^ they will not be 
replaced as they wear out — any sums set aside towards replace- 
ment being invested in other ways — and this will raise the prices 
of their products. 
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But it may take quite a long time for the supply of such a 
good to adjust itself completely to a change in the demand lor 
its products. If so, the earnings of units of such a good are of the 
nature of rent, and have been termed Quasi-rent. 

Let us consider first a fall in the demand for the products of 
a particular Jdnd of good. Let us take, for example, a ship. The 
decreased demand for cargo-space reduces the earnings of ships 
below the equilibrium level, if we may use this tem as a brief 
expression for the current rate of interest on their current cost of 
production. If it takes a fairly long time to reduce the number of 
ships sufiiciendy to raise the earnings of those which remain up 
to the equilibrium level, two conditions must be present. In the 
first place, ships must have a long life, so that those which wear 
out or sink or, in general, go out of existence in any year form 
only a small proportion of the existing stock. The number of 
motor vehicles, for example, would be reduced by a given per- 
centage sooner than the number of ships because motor vehicles 
have a shorter life. In the second place, ships must be_ fairly 
specific. A fall in the demand for, say, cinemas might not reduce 
Aeir earnings much if some cinemas could readily be converted 
into garages, and the demand for garages was increasing. A fell 
in the. demand for one type of ship might be met by converting 
ships of that type into ships of other types, the demand for which 
had increased. But if the. demand for ships in general fells and 
there are no other uses, nearly as profitable, to winch ships can 
be turned, at relatively small expense, the owners of ships are 
helpless. Their ships must continue to be used as ships, although 
their.earnings may be well below tlie equilibriiun leyel. 

''There is, of course, the alternative of tvithdrawing the good 
from use — scrapping it, or laying it up, or closing it dotvn. But 
it pays to continue using a durable good if the value of its product 
exceeds the cost of the co-operating fectors — ^that is, more than 
covers “prime” or “operating” costs. Its owner prefers it to 
earn something, however small, rather than nothing. (We assume 
that its value, as scrap is negligible.) Moreover, there are costs 
involved in closing down and subsequently restarting such things 
as: blast fomaces and coal-nunes. • Hence their owners, hoping 
that the. demand for their products will revive, may continue, to 
work them even if receipts are less than prime costs. 

Nevertheless, it should be noted that there is no hard and fast 
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line between “supplementary” and “prime” costs. The division 
bettvem them depends on the length of the period. Most 
equipment needs to have mme of its parts replaced at fairly 
firequent intervals, others at less frequent intervals, and so on. 
This fact may mean that a good is vdthdrawn from use although 
its earnings exceed those costs which recur every week. A time 
may come when a relatively heavy payment for rcnetvals, 
replacements, or repairs must bj made if the good is to continue 
in use, and its otvner may decide to scrap it or leave it idle rather 
than make this payment. On the other hand, ah owner may be 
led, step by step, to make a series of small payments of this kind, 
each necessary at the time to keep the good in working order, 
although over a period the costs incurred add up to more than 
the gross, receipts. This clearly depends on the foresight of owners 
and on whether they expect conditions to improve in the future. 

The owners of durable goods (including land) may have 
borrowed money at fixed interest upon the security of these goods. 
A fall in the demand for their products may make it impossible 
for them both to cover their prime costs and to pay their fixed- 
interest charges. If this state of affairs seems likely to continue, 
there will probably be some kind of financial reorganisation under 
which the mortgage- or debenture-holders consent to accept less 
than the fixed money income originally agreed upon. 

Let us now consider a rise in the demand For the producGs of 
a particular kind of good. If the earnings of such goods remain 
for a long-time above the equilibrium level, two conditions must 
be present. In' the first place, such goods must take a long time 
to produce or a large increase in their annual output must be 
possible only at a considerably increased cost. Otherwise 
flow of new free capital into that field would soon increase the 
existing stock until earnings fell again to the equilibrium level. 
In the second place, it must not be possible for the owners of 
other goods to increase their earnings by converting them, feirly 
quickly, into goods of this type. A rubber plantation is a good 
example of a good whose supply takes time to increase, for rubber 
trees take five years or more befijre they begin to yield. 

Ships, to revert to our former example, take time to build. 
The capacity of existing shipyards is limited and addidonal 
skilled workers can be obtained, as a rule, only if wages are 
raised. And other goods cannot be turned into ships. 
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As a rule, goods whose supply will not rapidly be dimimshed 
in response to a fall in demand are also goods whose supply ivill 
not rapidly be increased in response to a rise in demand ; although 
logically -we should distinguish between these two classes, in 
they often coincide. Tlie earnings of such durable and specific 
goods are of the nature of rent. The term quasi-rent is sometimes 
confined to the earnings of goods — ^machines, houses, ships, 
rubber plantations, and so on-7-but logically it applies also to 
the earnings of groups of workers, such as doctors, whose supply 
cannot rapidly He increased or diminished. 


5. TRANSFER EARNINGS 

Much land, many tvorkers, and some producers’ goods could 
be employed in any of several industries. The amount of money 
which any particular unit could earn in its best-paid alternative 
use is sometimes called its transfer earnings. If the demand ibr 
the products of a given industry decreases, that industry %vill tend 
to contract It wiU contract because the earnings of &ctois 
employed in it tvill tend to &11, inducing some &.ctor-imits, 
includ^g some entrepreneurs, to leave it and go elsewhere. The 
units which leave tviU be those whose transfer earnings are now 
greater than the amount they can expect to earn if they remain 
in the industry. Conversely, an industry expands (relatively, to 
others) by attracting factor-units who can now earn more in that 
industry than elsewhere. _ 

Suppose, ibr example, that the industry is wheat-growing. 
Some land now under wheat could earn just a little less by being 
for some other purpose, such as growing barley. Quite a 
small &11 in the etuniugs of wheat-land, or quite a small rise in 
the earnings o^ say, barley-land, -will induce the otvners of 
land to put it tmder barley insteaul of under wheat. Some odier 
land now under wheat could earn, say, go or 95 per cent as much 
elsewhere. A fell of 5 or 10 per cent in the earnings of wheat-land 
might induce the owners of this land to use it for some other 
purpose; and so on. At the other extreme there may be some 
land which is practically useless for anything except grmving 
wheat. It would continue to grow wheat even if its earnings fell 
to nearly zero. The whole of its earnings, fiom the standpoint of 
the wheat-growing industry, are of the nature of rent; for they 
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arc not necessary to induce it to remain in the industry. And, 
in genera], the excess of what any unit gets over its transfer 
earnings is of the nature of rent. Nevertheless, if an industry 
employs units of a factor svith relatively high transfer earnings 
side by side with other units (which, when employed in that 
industry, are just as good as the others) whose transfer earnings 
arc very low or 2cro, these latter suffer no disadvantage from 
being speeific and enjoy an income largely of the nature of lent. 
For, in general, one unit tvill earn the same as an<equal]y efiicient 
unit employed in the same industry, and if a given industry 
must pay a certain price per unit in order to attraet enough 
units of a given factor atvay fi-om the alternative employments 
open to some of tliem, it must pay that price to specific and 
non-specific units alike. 

Tlic concept of transfer earnings is useful for tlic light that it 
tlirotvs on the extent to which tlic costs of an industry may 
v.-iry witli its output. For example, if an industry can expand 
subsLantmlly, at least in the short run, only by drawing upon 
particular workers and otlicr factor-units who arc getting con- 
siderably higher earnings where they arc at present, the Industry 
in question must offer them sdll more to induce them to move into 
it. This means that any sulistantial expansion of its output, at 
least in the short run, must be accompanied by considerably 
higher average and marginal costs per unit of product arising 
from the incrc.ascd prices which must be paid to such factor- 
units, including similar units which were already in tliat industry. 



CHAPTER XX 

ECONOMIC PROGRESS 

I. THE INDUSTRIAL REVOLUTION AND AFTER 
Ever since the «o-called “industrial revolution” took place in 
England in the latter half of the eighteenth century, the general 
trend of economic activity, at any rate in Western and Western- 
ized countries, has been strongly upward. There has been a 
great increase in populations : for example, tlrat of England and 
Wales grew from about 9 milUon in 1801 to 16 million in 1841 
and over 40 million to-day. There has been a much bigger 
increase in the volume of production, although this cannot be 
measured at all accurately because new products have constantly 
been discovered and the proportion of total output formed by 
manufactured goods and by services has risen while tic propor- 
tion formed by agriculture products has fallen. On ^e best 
estimate available, which is inevitably a very rough one, the 
volume of production per bead of population in England and 
Wales is at present two to three times as great as it was a hundred 
years ago. This has brought about a very considerable rise in 
the general standard of living. This again cannot be measured 
with any accuracy. But contemporary accounts show plainly 
that less than a' hundred years ago many English worHng-dass 
families, and especially those of farm labourers, lived in what 
we should regard to-day as great poverty, bemg at times on the 
verge of stari’ation. There is no doubt that the -present-day 
worker enjoys a standard of food, housing, and clotliing, together 
with fatalities for travel and instruction and amusement, far 
superior to tliose of his grandfather or even his father. The 
length of the working week, which can be measured, has certainly 
fallen. Factory and building workers had a working week of 
over sixty hours until the nineteenth century u-as bvo-thirds 
over; in 1913 most of them worked for fifty-four hours; to-day 
they work for forty-eight or less. The fall in death-rates can also 
be measured. - The death-rate in England and Wales was over 
at per 1000 as late as 1871-80; to-day it is below ta. The high 
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death-rates of the past were due partly to lack of medical know- 
ledge, but partly to sheer lack of adequate nourishment. We 
have quoted a few figures for England and Wales. Comparable 
increases in population, output, and standards of living took 
place in most Western countries. 

W'ithout going into any detail, we may make some general 
remarks about this striking and quite unprecedented expansion 
of economic activity. We may first point out that we are«not 
discussing something which has run its course and is now over. 
The growth of population in Western Europe is coming to an 
end but, apart from that, the broad upward trend has continued 
right down to tlie present time and is still going on. A few facts 
and figures tvill illustrate this. During the last two or three 
decades great new industries have com^ into being which make 
or use products, such as rubber, petroleum, motor cars, electrical 
apparatus, and cinematograph films, which were formerly either 
unknown or of relatively little importance. The world output 
of coal rose from a mere la million tons in 1800 to some 45 million 
in 1840, 500 million in 1800, and 1200 million in 1913. Since 
tlien, the output of coal Mts increased less than that of most 
commodities. Substitutes, such as fuel oil, have partly taken its 
place. Ncvcrtliclcss, the world output in 1936 was 1300 million 
tons, while the world output of crude petroleum had grorvn from 
20 million tons in igoo to some 50 million in 1913 and some 
230 million in 1936. The world output of pig-iron has increased 
from less than 200,000 tons in 1800 to some 10 million in 1870, 
40 million in 1900, and 90 million in 1936. The world output 
of steel, owing to the increased use of scrap, exceeded the world 
output of pig-iron shortly after 1900 and has since grown faster, 
rising to more than 120 million tons in 1936. In a sense the 
industrial revolution was based on coal and iron. Iron was 
needed to malcc tlie machines and, later, to construct the railways 
and rolling* stock, and coal was needed to provide power for the 
machines and locomotives. But if the output of coal and iron 
(together, nowadays^ with that of steel and petroleum) is taken 
as ,a measure of “industrialization,” the above figures show 
plainly that industrialization has been gatliering momentum as 
the years have gone by. 

The use of machinery driven by steam-power spread only, 
slowly. Watt invented his steam-engine in 1776 and the rotary 



338 


ECONOMICS 


movement, which enabled machinery of all kinds to be driven 
by steam, in 1 78a, but in 1800 there were only 389 steam-engines 
in the- whole of England. In 1835 there were only 123,000 power 
looms in the United Kingdom (as compared with nearly a 
million to-day) of which all but 7000 were in the cotton industry. 
Except in the cotton industry, factory production did not become 
at all general until about 1840 or 1850 in England and still 
lates in other countries. 

This was partly because labour was not very mobile. In some 
countries most workers were bound to the soil, under some form 
of serfdom, until the nineteenth century was well advanced. In 
England they were free to move but many were rductant to 
migrate northward (for the bulk of the populafion was in the 
south) and enter the fhctories. In the early years, Irish immigrants 
formed a considerable proportion of the factory hands. But the 
main reason for the slow growth of machine production was that 
progress had to take place in many different lines of activity. 
Decades passed before the power loom enabled the output of 
cloth to keep pace with the potential mcrease in yarn production 
due to improvements in carding arSfl spiiming, and still more 
decades passed .before comparable improvements were made in 
the finishing processes. The early steam-enpnes and machines 
wefe made largely by hand. They were very defective and were 
often brealting down. It was not until after about 1825 tiiat 
important inventions of machine tools began to revolutionize 
the machine-making industry, enabling accurate and reliable 
machines to be turned out in large numbers. Workers had to 
^ trained to make machines, to repair them, and to use them. 
Moreover, the growth of machinery was partly dependent on 
the progress of technique in coal-mining and in smelting and 
working iron. Thus the complex structure of production meant 
that the full utilization of improved technique in one field hac 
to await improvements in other fields. This, of course, is jusi 
as true to-day as in the past. It is also true that improvement 
in one line often stimulate, and sometimes assist, improvement 
in otlier lines, while these in turn may facilitate further progress 
in the first line. Thus the minds of inventors were turned 
towards the need for power looms by the improved spinning 
machinery. Again, the use of steam-engines for pumping watei 
out of coal-mines cheapened coal, and cheaper coal both reduced 
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the cost of making steam-engines and increased the demand 
for tliem. 

A most important illustration of the interrelation of progress 
in ditferent fields is to be found in the development of transport. 
Specialization between distriets cannot go very far if the area 
of die market is restricted by the liigh costs of transport. District 
which cannot produce certain commodities for themselves wil 
import only comparatively small amounts if transport costs raisi 
dicir prices considerably. Most districts which can produce Jhen; 
will tend to do so. For the comparative advantages and consc' 
quciit lower production costs of some districts — arising from i 
climate and soil particul.arly suitable for certain crops, or Cron 
the presence of coal, or iron ore, or odicr minerals, or Cron 
economics of scale or of concentration — will be outweighed bj 
die high costs of sending die commodities any considcrabk 
"distance. In die eighteenth century the costs of transport wcr< 
very high and only quite valuable commodidcs were word 
moving any great distance, especially by land. Improvement! 
were made by Macadam and others in die roads, canab wert 
built, and rivers were made more navigable, but the really bi{ 
change came with die building of railways. The Stockton anc 
Darlington railway, die first public rtulway to use stcain locomO' 
tion and carry p.asscngcrs, was opened in 1825, but the nlnctecnd 
century w'as half over before England had cov'cred its area wid 
a network of railway lines, and in odicr leading countries the 
development came sdll later. 

nic railways opened up whole continents. Pqoplc coUld novv 
settle in the interior instead of concentrating near the coasts and 
along the rivers. Crops could be grown, and minerab min^ 
in the interior for sale to distant markets. In 1842 the economist 
McCulloch, wrote that no live catdc or salted meat was cvei 
likely to be imported into England except from die countrici 
round Hamburg “and die imports dicncc cannot be consider- 
able.” Not an ounce, he said, would ever come from South 
.America. In 1845 Cobden pointed out that die Englbh farmci 
had jn cficct a protecuve tariff of los. a quarter on com, dial 
being die cost of moving wheat from Danzig to London. The 
rapid growth and improvement of transport completely changed 
all that. Tlic construedon of railways in America and othei 
overseas countries, togctlicr with die continuous improvement! 
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in the technique of shipbuilding, made it profitable, by the 
eighties, for large quantities of grain and meat to Be exported 
to Western Europe &om overseas. The same continuous reduc- 
tion in transport costs gave English and other xnanufectureis 
a world market. 

Continuous improvements in the technique of produdnar iron 
and, later, steel gave a great impetus to the grotvth of rEil-,ra%3. 
The railways and rolling stock in turn demanded very laige 
quantities of ifon and steel. Hie increased demand made 
possible economics of scale in the production of iron and steel 
which further cheapened the prices of rails and rolling stock. 
Cheap transport also increased the demand for iron and steel 
by the expansion of mami&cturing and the consequent gro*Aih 
in the ordeis for plant and equipment of all lands, while at the 
same time it enabled iron- and steel-works to obtain coal or 
iron ore (or, later, scrap) fi-om a distance at a lower cost than’ 
before. Thus the development of the iron and sted industry 
helped the development of rmlways and shipbuilding and 
conversely. 


2. THE CAUSES OF ECOKOmC PROGRESS 

Our brief survey of economic expansion dt&ing the last 150 
years or so seems to show that the main force t\'n5 the progims 
of technique. This conclusion is substantially tru^ but it requires 
some comment and qualification. 

We may point out, to begin mtli, that it is misleading to think 
of technical progress in terms of a few strikiag inventions. There 
have indeed been outstanding landmarks such as Wait’s steam- 
•C&gine oi’itiie Bessemer process of making steel. But even the 
greatest inventors built on the work of others, and their inven- 
tions have been improved very much as timeTias gone on. Tliere 
were steam-engines before Watl^ and the eSdency of steam- 
engines has been continuously increased from his time dotvn to 
the present day. The same applies to the technique of produdag 
steel. Every year many thotisands of inventions are made and 
applied. throughout die’various fields of economic activity.- Any 
particular invention, taken by itself may seem of minor impor- . 
tance, but taken together they continuously transform and 
improve methods of production or bring new products on to the' 
market. Now'adays most discoveries and improv'cments are made 
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not by 'isolated individuals but by teams of trained researchers 
working for a large firm or a Government. 

Nor should we think of technical progress as applying only 
to manufacturing and transport and public utilities. Inventions 
in other spheres are also important. For example, the use of 
cheques, the device of joint-stock companies, and improvements 
in cost accounting, have all assisted the expansion of industry 
and trade. Again, the continuous growth of medical knowledge 
has considerably increased the eflSciency of the working popula- 
tion. It should also be-remembered that the laws and institutions 
of a country can do much to ^cilitate or hamper its economic 
progress. 

It is perhaps worth repeating that improvements in agricultural 
technique were essential to any great expansion of industry and 
trade. The most urgent want is die want for food. Families with 
small incomes spend the greater part of them on food. So long 
as the labour of one &mily on the land provided little more 
than food for itself, the great bulk of the population had to be 
employed in agriculture. Few could have been spared from the 
land to produce goods satisfying less urgent wants, whatever 
inventions were made in odier spheres. Hence the various 
improvements in agricultural tecdinique, such as the discovery 
of the rotation of crops and of improved methods of feeding and 
breeding cattle, together tvith the supersession of the open-field 
system, did much to make the industrial revolution possible. As 
tlie years have passed, the technique of agriculture has been 
continuously improved. New varieties of crops have been dis- 
covered which are more prolific or grow frster or are better able 
to resist disease or unfevourable weather conditions. There ha^ 
been constant improvements in methods of feeding and breeding 
and in the preparation and fertilization of the soil. There have 
been great developments, especially during quite recent years, 
in the use of agricultural machines such as the tractor and tire 
“combine.” Improvements in transport, as we have already 
implied, made available to industrial populations the products 
of vast areas of land overseas. We may again illustrate how 
progress in different spheres is intcr-coimected. Improvements 
in agriculture fadlitated the movement of workers to other 
occupations and improvements in the production of machinery 
and petroleum and chmical fertilizers increased the efficiency 
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of agriculture. It may also be noted that the continuous progress 
of agricultural technique, together with the low income-dasticity 
of demand for food, has meant that a diminishing proportion 
of the population — even in countries with much land, such as 
the United States and Australia — has been engaged in agricul- 
ture: there has been a continuous “drift to cities.” 

Many inventions require capital for their application. They 
must be embodied in such forms as railways or ships or blast 
furnaces or pipes and wires or machinery.' It is not true that 
all inventions require more capital. Many of them show how 
existing types of machines and other producers’ goods can be 
made more efficient, so that less capital is needed than before 
tb produce a given output. In the same way cheaper transport 
may mean that a smaller number of works, situated in the most 
favourable locations, can produce as much as a larger number 
of works each supplying its own district. But the great expansion 
of output during and since the industrial revolution would have 
been impossible without a very great increase of capital, and it 
is usually true that increased investment is necessary for any 
substantial economip progress. 

In the past, economic expansion has been accompanied by 
increased division of labour. Thousands of new occupations have 
been split up into a large number of processes, often with 
specialized machinery or equipment for each process. The 
widening of the market has greatly increased territorial divi- 
sion of labour or, in other words, specialization between dis- 
tricts. It is true that some inventions enable one machine or 
piece of apparatus to replace several specialized machines and 
''Workers. Thus pins are made nowadays by a single machine : 
there are no longer eighteen separate processes. But, on 
the whole, economic progress and greater specialization march 
together. 

Technical progress, investment, and division of labour supple- 
ment and assist one another. Inventions often require investment, 
and workers trained to particular jobs, before they can be applied. 
The greater output resulting fiom their application affords a 
bigger margin for saving and facilitates specialization on research. 
Increased saving stimulates the search for new methods of using 
capital productively. 

The general trend of economic activity has heeh upward, as 
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wc have seen, for well over a bundled years. Bui ilicre has not 
been steady and uninterrupted expansion. Tlicrc have been 
periods when the upward movement has been less marked and 
there have been times when it has been reversed. Wiat are the 
forces militating against economic progress? 

Disasters such as floods and fires and earthquakes and dust- 
storms destroy or injure persons and property. But die greatest 
disaster of all is war. As a rule tlicre is monetary inflation and 
practically full employment of labour and productive resources 
during a war. But a large proportion of the available means of 
production is engaged in war activities. Workers arc t-oken from 
other occupations and put into the army or navy or air force 
or into factories making munitions and other war material. Hence 
fewer consumers’ goods are produced and the general standard 
of living falls. The same applies, although usually to a smaller 
extent, to a period of intensive rearmament. A country nearly 
always ends a war worse equipped than before to produce goods 
required in peace-time. Men of working age will have been 
killed or wounded, so that the number of workers will be reduced 
more than the number of children and old people. Buildings, 
ships, and other assets may have been destroyed by the enemy. 
It is almost certmn that men and materials t\'ill not have been 
spared from war purposes to maintain, in good repair and 
efficiency, let alone to increase, the stock of buildings and o'thcr 
assets not required for war purposes. 

The English classical economists believed that the growtli of 
population would tend to wipe out the benefits of economic 
progress. Increased output would give a higher standard of living 
for a time, but this, they thought, would lead to an increase^ 
numbers, since fewer deaths svould take place from inadequate 
nourishment and earlier marriages would lead to more births. 
The growtli of population would go on until the operation 
of diminishing returns brought down the standard of firing 
again, despite the technical progress that had occurred, to its 
previous level. 

This is a complex question. We have seen that in fact the 
standard of living in Western countries has considerably increased 
over the last hundred j^rs or so, despite tlie growth of popula- 
tion. We know also that, oiring mainly to the deliberate 
restriction of births in the past, the population of IVestem Europe 
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nill soon stop increasing. But it is a matter for speculation 
whether the volume of production per head, and the standard 
of living, would not be higher in any particular country if its 
population were smaller. On the one hand, a sudden and 
considerable reduction in numbers would mean more land and 
other assets per head. On the other hand, there might be less 
scope for division of labour and for economies of sc^c. Afore 
or less “indivisible” means of production, such as railways and 
bridges and power stations, would be less fully utilized. My 
otvn view is tliat countries such as India and China, svith 
populations which arc very large relatively to natural resources, 
would almost certainly have a higher standard of living if then- 
populations were much smaller, and tliat this is possibly true 
of most countries, even including such countries as Canada and 
Australia. This is as may be. But even if it is right, a difTcrent 
point remains open, namely, whetlicr these countries would be 
better off to-day if their populations had grown more slowly. 
This is mucli more doubtful. For in that event tlicrc would 
have been less investment and probably less invention. A 
rapidly growing population diminishes the risks of investment, 
for die demand for any particular product is likely to increase, 
even if it increases less than w.TS-hopcd, as time goes on. It also 
fadlitatcs adjustment between industries and occupations, as 
explained in Chapter XIV, section s. 

An important and recurring check to economic progress is 
prodded, especially in modem countries, by general depressions 
of trade. The great depression whicJi lasted from about 1930 
to about 1934 will be fresh in the minds of some readers. Tlus 
y^s the most recent and die worst, relauvely to die period 
before it, of a whole scries of depresdons which hai-c occurred 
at intcrs-als in die past. It is generally agreed that dicse depres- 
sions, and die trade cycle of which they form part, arc associated 
wth fluctuadons in the amount of investment. IVe must dicreforc 
consider briHy the causes and effects of such fluctuadons. 

3. FLUCTUATIONS IN INVESTMENT 

IVc deiinc investment, in die present context, as die total 
output of producers’ goods and dur.ible consumers’ goods. Some 
of this output consists of renewab and replacements. Net invest- 
ment is total investment less what is required to maintain capital 
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intact. Thus, at times, net investment may be negative. For 
c^camplc, firms m.ay use part of their amortisation quoLas to pay 
dividends. But gross investment, svhich we arc considering, is 
always positive. 

The invcstiblc funds which are used to pay for the Labour, 
materials, and other lactors employed in producing tliis output 
come from any or all of four sources ; amortisation quotas, new 
savings, new money, and balances previously idle. The new 
money may come from an increased output of gold, bu> under 
modem conditions it is usually provided by the banlung system. 
The banhs increase their loans or buy more securities, tlius 
increasing their deposits. Such ai^ increase in tire amount of 
money is known as inflation and tends to raise prices,’ thereby 
imposing “forced saving” on persons with relatively fixed 
incomes. Of course, .after the new money has. been spent by 
those who first receive it, it comes into the possession of otlicrs, 
and if they choose to save some of it their saving is voluntary’. 
The term “forced saving” merely indicates tliat people with 
fixed incomes are constrained by tlie rise in prices to reduce 
tlieir consumption, ^^'hcn balances of cash or bank deposits 
previously idle arc used to buy goods and services, tills also 
tends to raise prices. 

Increased saving, or inflation, may not lead to a corresponding 
increase in investment. People may prefer to hold tlicir ravings 
in the form of idle balances. Entrepreneurs may not be willing 
to borrow much more from the bante, even if tlic latter consider- 
ably reduce the rate of interest which they charge on tlicir 
loans and overdrafts. Thus the British banks reduced their 
rates during 1932 and 1933 svithout inducing entrcprcneu]:;^ to 
borrow much more. The banks bought more securities, llicrcby 
increasing the deposits of those who sold them the securities. In 
this way the total of bank deposits was considerably increased. 
But a large part of tliese deposits remained idle. Their owners 
did not use them to buy goods and sersiccs; they did not 
circulate. Hence the policy of inflation, or “cheap money,” 
failed, during these years, to give the desired stimulus to 
investment and actisity. 

The fact is that low rates of interest arc not in themselves 
^ Unless unemployed men nnd resources are available. 
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a sufiicient stimulus to investment. Apart fiom Government 
expenditure on public works, on which losses may be deliberately 
incurred in the hope of promoting a general increase in activity, 
investment takes place only if it seems profitable. Of course a 
reduction in interest rates is a reduction in costs and may lead 
entrepreneurs to put into operation plans which did not offer a 
•Sufficient prospect of profit when interest rates were at their 
former and higher level. But the expected rate of profit does not 
depend only on the rate of interest: it depends on the margin 
by which rcceipts'are expected to exceed costs. Entrepreneurs 
will expand their businesses, or start new ones, only if they 
- expect the demand for their products to increase, or the costs 
of making and selling them to diminish, sufficiendy for them to 
sell a greater output than before at a profit. 

The volume of investment fluctuates much more over time • 
than the output of non-durable consumers’ goods. In the past, 
big spurts of economic activity (apart from those taking place 
during a war]Phave nearly altvaj’s been associated with big 
increases in the volume of investment while periods of depression 
have been marked by large falls in that volume. Thus in the 
United States at the bottom of the recent depression — in .the 
fiist few months of 1933; — the output of producers’ goods was 
only a third of what it had been at its peak in 1929, whereas 
the output of consumers’ goods was-only about 15 per cent below 
its 1929 peak. Similsu: divergences occurred, although on a 
smaller scnlc, in Great Britain and other cxiuntries. 

The fluctuations are most marked ib the output of durable 
goods such as buildings and ships, and plant ancl equipment of 
all kinds. Thus it is the constructional industries, and those 
"sullying them with materials, which show the most violent 
fluctuations in output and employment. It -will be remembered 
that one reason for this is that the annual output of durable 
goods to provide for replacements is a relatively small proportion 
(varying with the life of the goods) of their existing stock. Hence 
a speeding-up of the replacement demand, or orders for new 
goods of this type from entrepreneurs who tvish to increase their 
plant and equipment or to set up new works, will lead to a 
(Xinsiderable increase in die activity of the cxmstructional and 
allied industries, and a falling-ofiT . in the replacement demand 
or in other orders will lead to a considerable decrease. But 
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anything whatever which makes entrepreneurs anticipate bigger 
profits will tend to stimulate investment and anything whatever 
which makes them fear reduced profits, or losses, tviU tend to check 
investment. This leads us to the subject of the trade cycle. 


4. THE TRADE CYCLE 

The trade cycle may be defined, rather baldly, as a penod of 
prosperity followed by a period of depression. Tt is not surprising 
that economic progress should be irregular, trade bedng good at 
some times and bad at others. But it is surprising that the 
upstnngs and do^vns^vings should last for so long and should 
be so marked. The fact that a period of depression usually lasts 
for several years, during which a considerable proportion of 
workers and other resources are unemployed, certainly demands 
explanation. 

Economists are not in complete agreement as to the causes 
of the trade cycle. Moreover, every trade cycle in the past has 
had some features peculiar to itself. Hence we can give only 
a very general account of the course and causes of trade cycles, 
concentrating on those features which have been common to 
nearly all of them. For example, we shall assume that the 
upswing is accompanied by an increase in the amount of nfoney, 
since this has always happened in the past, as well as by a fall 
in the demand to hold money balances (which increases the 
speed at which money circulates} although the latter by itself, 
without any increase in the amount of money, would probably 
suffice to support a boom. Again, we shall assume that the pij^ 
of goods and services rise during a period of expansion or boom. 
This did not happen during the boom of 1925-29 in the tinited 
States, but nevertheless our explanation applies, tvith slight 
modifications, to this boom as well as to others. For the rapid 
growth of technical progress reduced costs, but the increase in 
the amount of money and in its velocity of circulation prevented 
prices from falling appreciably, thus raising the expected rate 
of profit and stimulating investment. 

A period of prosperity is distinguished by an increase, and a 
period of depression by a decrease, in the volume of output and 
employment, especially in the constructional and allied industries. 
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This means, as. we have seen, that during a period of prosperity 
entrepreneurs expect good and rising profits, while during a 
period of depression they fear losses. 

We should not exaggerate the waste of resources during a 
depression. There is usually a considerable increase in unemploy- ' 
ment among wage-earners. But farmers working on their own 
account often maintain or increase their output. Their real 
incomes are reduced, for the prices of their products usually 
fall meich more than those of products whose supply has been 
considerably dimlhished. But they work themselves and their 
land as hard as they did before. In a predominantly industrial 
country, the percentage of unemployment may rise for a time 
above 20 or even 30. But thb is a temporary peak. If we take 
the period of depression as a whole, the average percentage of 
unemployment even in an industrial country has seldom exceeded 
15. It should be remembered that 5 per cent or more are often 
unemployed even in good times, that those dismissed are probably 
somewhat less efficient than those who remain, that the unem- 
ployment of plant and other resources is probably less than the 
unemployment of labour, and that most indexes of production 
and employment exaggerate changes because they give undue 
weight to the constructional and allied industries. We conclude 
that the fall in total output during a depression seldom averages 
as much as 10 per cent. 

Of course even 10 per cent mak^ a big difference, and, since 
the waste is so obvious, economists and statesmen have devoted 
a great deal of attention to the search for methods of preventing 
and curing depressions. But we should retain our sense of 
p^ortion. Given a reasonably adequate system of unemploy- 
ment relief, the bulk of the loss falls upon the receivers of profit 
and (in so far as debtors default) interest rather than .upon 
wage-earners. Nowadays trade unions usually succeed in resisting 
large cuts in wages, so that the fall in the cost of living during 
a depression tends to give those workers who remain in full 
employment a larger real income than they enjoyed before. 
Moreover, in the past the rising trend of output per head has 
meant that each depression has taken place at a higher level of 
real income than the previous one. Thus in Great Britain during 
the last depression the real wages of workers in full employment 
were appreciably higher than during the previous years, and 
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most workers drawing unemployment benefit enjoyed a standard 
of living which, although far below what may be regarded as 
desirable, was undoubtedly superior to that of an unskilled worker 
before the war of 1914. 

We shall begin our brief account of the trade cycle with the 
transition from depression to recovery and expansion. In the 
past, recovery has usually begun with some revi^ of investment, 
although there is no reason why it might not begin with an 
increase in the total expenditure on consumers’ goods 
would induce the firms producing those goods* to increase their 
orders for producers’ goods, thus stimulating investment. The 
revival of investment may be due to the discovery of some impor- 
tant new field in which capital can be profitably employed. For 
example, the building of railways, the development of the gold- 
fields of the Rand, and the construction of plant and equipment 
to generate and distribute electric current, all represented big 
sptirts of investment. Again, it may be due to Government 
expenditure on public works or rearmament or similar projects. 
If this expenditure is made with newly created money (and is not 
financed by increased taxation which compels taxpayers to reduce 
tlieir expenditure or by loans which the lenders would othenvise 
have invested in industry), it tvill probably increase the amount 
of money in circulation. ’ The wage-earners employed by the 
Government tvill spend their wages on consumers’ goods* and 
the firms supplying materials tvill take on more workers and tvill 
give bigger orders to die firms who provide them with their 
equipment. Thus employment and expenditure may increase. 
A “cheap money” policy may stimulate investment after a time. 
In particular, the demand for houses is likely to increase when 
rates of interest are unusually low. Moreover, the mere faSt 
that a depression has lasted for several years may tend to promote 
recovery. Firms who have delayed ordering replacemen^tvill 
begin to feel that, judging by past experience, the depression will 
not last very much longer. Tbey will therefore order replacements 
while prices are still low. Other firms may be compelled either 
to order replacements or to close down. Wages will have fallen 
as the depression went on. Some writers belieye that reductions 
in wages make the depression worse because they reduce total 
expenditure. On the other hand, reductions in wages improve 
the prospects of profit and often induce firms to employ more 
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men than they otherwise would and to order more producers’ 
goods to be used in combination tvith the extra labour. On 
balance, reductions in wages probably stimulate activity much 
more often than not. Tliey are more likely to do so if they take 
place, as they did in the nineteenth century, piecemeal and over 
time than if they are general and simultanetjus. For in the 
latter event consumers’ demand (by wage-earners) tvill be 
strongly and suddenly curtailed. 

Oij.ce recovery begins, it usually gathers momentum as time 
goes on. The process of eigiansion is cumidative and self- 
reinforcing. At the close of a depression m^ny ivorkers are 
unemployed, many plants are working well bel()w capacity, and 
so on, so that the constructional and allied industries can increase 
their output, when investment revives, largely hy drawing upon 
workers and other resources previously idle. They pay out 
increased amounts of money for labour, materials, fuel, and 
other requirements. Much of this is spent by the newly employed 
workers on consumers’ goidsi. This induces JSrmc maJang coit- 
sumers’ goods to increase their equipment. Again, some of it 
is spent on plant and equipment by the finiis supplying the 
constructional industries. Thus the demand fot' the products of 
those industries is further stimulated; they take on still more 
workers and increase their capacit>’;~and diis in tum-further 
incroases the demand for goods and services. There b thus a 
kind of snowball effect. An increase of output in one part of 
the economic system increases demand and therefore output in 
other parts, this in turn further stimulates the first part, and 
soon. 

We may illustrate this from the housing boom in Great Britain. 
TfGs began in tire last quarter of 1932, at the bottom of tire 
depression. The value of “plans passed’’ for dwelling-houses 
tlien^ot upwards by a third, after which it continued to increase. 
The^number of houses built exceeded the 1929 level by 20 per 
cerrt in 1933, by 40 per cent in 1934, and by 60 per cent in 1935. 
Building employed 211,000 more workers injure, 1935, than in 
June, 1932. But the construction and equipment of new houses 
give employment to workers in industries othoj than building. 
Thus, to take some leading examples, the increase in employment 
betiveen 1932 and 1935 was some 21,000 in bricks and dies, 
16,000 in stoves, grates, etc., 10,000 in electrical tviring and 
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contracting, gooo in iron and steel tubes, 29,000 in electric cables, 
etc., 16,000 in furniture making, and 25,000 in gas, water, and 
electricity supply. Perhaps a third of the increase in employment 
over these years was directly due to the houring boom. Fuller 
employment meant that wage-earners and others had more to 
spend, so that the demand for consumers’ goods, including 
houses, increased. 

’ As recovery goes on, entrepreneurs and others become more 
optimistic. They see that demand has increased and they qome 
to beUeve that it will condnue to increase. This.means that they 
consider that the prospect of profit has improved and is improving. 
They will tend to borrow more firom the banks and fiom the 
public to spend in increasing their “ capacity.” The public, for 
their part, tvill be more willing to lend. Their desire to be 
liquid will have diminished with the return of confidence, and 
balances previously idle will be.lent to industry and trade. 

The increase in the amoimt of money and in its velocity of 
drculadon trill tend to raise prices. At first the prices of goods 
and services may rise little, since unemployed workers and other 
resources can be obtained at prevailing prices. But if the expan- 
sion goes on, a time trill come when all the labour and resources 
which it is practicable and profitable to use will already have 
been absorbed. There may still be a considerable number of 
workers out of a job. But these will be in process of moving 
from one job to another, or for some reason will be unable or 
unwilling to move into another district or occupation where 
they could find work, or will be among the least efficient in their 
occupation and therefore not worth the standard tvage for that 
occupation. In a rather technical sense there will be full employ- 
ment. A continued increase in the amount of money or in tn> 
rate at which it circulates will then tend to raise prices — of labour 
and materials as well tis-of finished goods — rather than to expand 
output. Indeed, apart from technical progress or an increase 
in munbers or in hours of work, output can expand further only 
if labour and other resources are diverted from the production 
of consumers’ goods to the production of producers’ goods. 
Further expansion of output will then take place after an interval 
during which the stock of durable goods is increased. 

What are the forces which bring a period of expansion to an 
end and usher in a period of depression ? 
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Some writers lay much stress on. monetary influences; 1 lie 
boom may be stopped by a deliberate reduction in the amount 
of money. The monetary authorities may decide to put the 
brake on rising prices because they fear that if they do not 
there will be a serious slump in one or two years’ time, and 
they prefer a mild recession now, or if the country is on the gold 
standard and its prices have risen more than prices elsewhere 
(so that its imports rise relatively to its exports), they may deflate 
in Ofdef to check an outflow of gold. Or the commercial 
banl^ may restrict their loans. Thus the total monetary demand 
for goods and services becomes less. The expectations of entre- 
preneurs arc disappointed. The expected rate of profit falls 
considerably. Pessimism replaces optimism, especially if there 
have been important bankruptcies; the desire to become liquid 
increases; investment and employment fall off. 

But expansion is likely to cease even if there is no deliberate 
deflation. The demand for some important type of durable good, 
which has been increasing during the boom, may fall off.. For 
example, so many houses may. have been built that the demand 
for still more houses declines. This would not matter very much 
if the workers and otlier resources released from the building 
industry, and from industries largely dependent on it, could 
readily find employment elsewhere. But in fact they cannot, 
or at least they do not. Many workers are reluctant to leam 
a new occupation or to move to a new district. Hence there is 
a decline in the demand for consumers’ goods and in the derived 
demand for producers’ goods. Moreover, some important 
financial firms may have lent imprudently to builders. If the 
buildings cannot be sold or let, and the builders caimot repay, 
•»o&ie of these firms may be forced into bankruptcy, thus giving 
a shock to confidence and thereby increasing the desire to be 
liquid. Again, suppose that the Government has embarked on 
a large rearmament programme. At first, the firms who have 
obtained contracts to supply the Government will give increased 
orders to the constructional industries. But when tliey have 
sufficiently enlarged their capacity, their orders -rvill fall off, 
although the Government demand for armaments continues. 
In so far as the engineering, iron and steel, and similar 
industries expected the demand from these firms to be 
maintained, foey will be disappointed. In any event they may 
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be compelled to dismiss workers, and these may not readily find 
jobs elsewhere. 

The rise in costs may tend to stop the expansion. Interest 
rates tend to rise as profits increase. Wage-earners demand and 
obtain increased wages after the cost of living has risen appre- 
ciably. After full employment, in the technical sense, has been 
reached, " bottle-necks ” appear. The supply of certain materials, 
or of certain types of skilled workers, cannot be increased quickly, 
and the prices of those available may rise quite substantially 
in response to the increased demand. Hence sonie entrepreneurs 
may find that they have been too optimistic. They had not 
anticipated that costs would rise so much ; their expected profits 
. become smaller or turn into losses ; some of them may be forced 
into bankruptcy and others may contract their- output. 

It will be remembered that the rate of expansion of output 
must slow down after the idle labour and other resources worth 
employing have been absorbed. But the output of the construc- 
tional and allied industries, up to this point, tvill probably have 
been considerably more than tvas required simply to provide 
for replacements. Part of it will have gone to increase the plant 
and equipment of other industries. This part will no longer be 
demanded when, these other industries cannot fiirther’ increase 
their output. Thus activity in the constructional and allied 
industries will not merely stop increasing — it will actually 
diminish, and perhaps considerably. 

Some writers maintain that people and firms save a laiger 
proportion of an increased income. Hence the increase in 
incomes during a boom causes a diminishing proportion of total 
income to be spent, thereby reducing the derived demand foj^ 
producers’ goods and -checking investment. This is possible, but 
in such a case we should expect the boom to end with interest 
rates at a low level. In fact the opposite is much more fi'equenC 
It may well be urged that in the later stages of a boom, when 
wages have increased, the prices of ordinary shares have risen, 
and optimism has grown, the proportion of income spent vrill 
again rise. If the banks are unwilling, to increase the supply 
of money still fiirther, rates of interest vrill rise. The consumers’ 
goods industries tvill tend to draw labour away from the construc- 
tional and allied industries, which will be faced vrith a rise in 
wages and in interest charges togethec with a reduced demand 
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for their products. In such circumstances the end of the boom 
may be marked by failures in these industries.^ 

We have been covering controversial ground, but we hope 
that we have demonstrated possible ways in which a boom may 
collapse and turn into a depression. After this has happened, 
the process of contraction tends to be cumulative and self- 
reinforcing in just the same manner as the process of expansion. 
A fall in the output of some industries reduces demand and 
output in others; pessimism grows and spreads; the desire to 
be liquid increases and leads to a growingvolume of idle balances 
withheld from expenditure. This continues until something 
happens to improve the prospect of profits sufficiently for 
investment to revive a little, after which recovery may slowly 
gather momentum. 

^ In general, an locrease in the qitantity of capital goods tends to Imver thnr 
marginal productivity, thereby reducing the demand for investible funds and 
the rate of interest. But the opposite may happen if specific capital goods have 
been produced in the expectation that me demand for their products will be 
greater than in fact it proves to be. Suppose, for example, that a large hydro- 
electric plant has been constructed and mat the demand for electric current is 
much less than was expected. The plant is there ; its ots^oers will try to get 
as big an income from it as possible, although they cannot get as much as they 
had hoped ; it will probably pay them to reduce considerably thdr charges 
for electric current, in order to keep the plant fairly fully utiliaed. This will 
stimulate the demand for electric motors and other equipment to use dectric 
current. In this way the production of some capital goods (on over-optiniisHc 
expectations) may stimulate, instead of cbeckmg, the demand for others — 
namely, for those needed to complete the processes begun by the former. If 
this happens in several important industries a boom can end with a shortage 
of capital, and high rates of interest, even if there is no pion'etary deflation. 

See Hayek. ‘‘Investment that Raises the Demand for Capital,” Review of 
E^nomic Stalistxcst Vol. XIX, No. 4, November, 1937- 
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CHAPTER XXI 

THE NATURE AND FUNCTIONS OF MONEY 

1. INTRODUCTION ■ 

The modem economic world is based on division of labour. Few 
people, except farmers, produce for themselves as much as one- 
tenth or even one-himdredth of the goods which they consume. 
Most producdon takes place for the market; the products are. 
sold and the producers buy what they want with the proceeds 
— in effect, they exchange their products against others. More- 
over, tlie production, and the distribution to consumers, of most 
commodities involves a long chain of processes and the co- 
operation of many different factors of production. ' A sodety 
organized on these lines could not exist unless it used money. 
Hence it is quite unreal to compare a modem community with 
an imaginary community which resembles it in all respects but 
does not use money, for such a community is not possible. In the 
same way it is somewhat illogical to distinguish certain “func- 
tions” performed by money. All these so-called “functions” of 
money are simply Afferent, but related, aspects of the fact that 
the use of money is essential to a conununity based on complex 
division of labour and exchange. 

Nevertheless it svill be convenient to make our discussion follow 
the traditional lines. Writers on the subject usually assert '‘ Aat 
money has four functions. It serves as a medium of exchange, 
as a measure of value, as a standard for deferred payments, 
and as a store of value; We shall discuss the role of money 
under these four headings, except that we shall use the phrase 
“a liquid asset” instead of "a store of value.” This discus- 
sion will at the same time explain the nature of money, for' 
“money is that money does.” The present book, howevw, 
continues to assume a closed community, with a single mone- 
tary system. Problems arising firom the existence of several 
countries, with different currendes, are postponed until the 
following book. 


351 



352 


ECONOMICS 


2, MONEY AS A MEDIUM OF EXCHANGE 

Exchange wthout the use of money must take place by. barter. 
The main difiSculty of barter is that it requires “a double coinci- 
dence of wants”: a man must find another who both has what 
he wants and wants what he has. This is seldom easy even with 
finished commodities. Thus a story is told — typical of many 
others — of a traveller in Afiica who tvished to obtain a boat. The 
ovmer of the boat was willing to part tvith it but wanted ivory 
in exchange. Th6 traveller had no ivory. He found a man who 
had ivory and wanted cloth. He himself had no doth. But he 
had wire, and he found yet another man who gave him cloth for 
his wire, so that he could then exchange the cloth for ivory, and 
finally exchange the ivory for the boat. Clearly trade under such 
conditions must be very restricted in scope, and just because it 
would be so restricted it is probable that there would be iew 
generally accepted market values, and that a good deal of time 
might therefore be spent in bargaining. A further point is that 
some goods (such as boats) cannot be divided into portions without 
destroying their utility; hence the owner of such a good could 
not exchange part of it against the goods of one man, 'part 
against the goods of another, and so on. Most exchanges in the 
modem world are not exchanges of finished commodities. How, 
for example, would tvages be paid imder barter? The employer 
might, where possible, pay his workers by giving them a share 
of what they had helped to produce, leaving them to barter the 
wheat, or coal, or yam, or whatever it might be, as best they 
could, in order to obtain what they themselves wanted. Clearly 
^u^plan could not be followed in the case of workers engaged in 
supplying transport facdlities or other services or in producing 
indivisible and valuable goods such as battleships.. An altemadve 
plan would be for the employer to barter his products for goods 
which his workers, and shareholders, and suppliers of raw 
materials, wanted.' But this discussion need not be prolonged; 
its purpose is merely to show that a modem economy could not 
well continue without the use of money. 

Money overcomes the difficulties of barter by serving as a 
general medium of exchange, or means of payment. Money is 
something which everybody is prepared to accept in exchange for 
goods or services. A person will accept money in payment, not 
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because he necessarily wants money for its own sake but because 
he knows that other people in turn will accept it fiom liim in 
return for the goods and services which he hhnself requires. 
Hence money has been defined as “generally acceptable pur- 
chasing po\ver ” and when this aspect of money is Under consider- 
ation the monetary unit is called a unit of currency because it 
“runs” fi'om hand to hand. The use of money thus greatly 
facilitates exchange and leads, under competition, to .market 
prices, thus avoiding much waste of time in bargaining. Furflier, 
whatever serves as money can be made divisible: for example, in 
Great Britain we have shillings and pence as well as pounds. 


3. MONEY AS A MEASURE OF VAUUE 
When something comes to serve as a generally accepted 
medium of exchange, it is natural to express values, to make 
contracts^ and to keep accounts in tcrmi >f that somethii^. The 
advantage of this is not merely that everything has a price — 
that is, a value in terms of money — instead of having a separate 
value in terms of each of the many commodities against which 
it might exchange. The use of money as a measure of value 
immensely facilitates economic calculation. A consumer with a 
certain money income is confionted with money prices, and thpse 
enable him to decide which assortment of goods and services 
he wants to buy. The changes in the demands of consumers affect 
prices and thereby induce entrepreneurs to produce more of the 
goods for which demand has increased and fewer of the goods 
for which demand has decreased. An entrepreneur knows thr 
market price of each factor of production. He can therefore plai 
the location of his establishment, the size of his output, and hi 
methods of production in such a way as to maximize his profits 
This means that factors are directed towards those uses in whicl 
their products have the greatest value. If, to revert to a simple 
example,' a piece of land yields a greater money return undei 
wheat than under barley tto means not only that its owner will 
gain more by using it for wheat but also that consumers prefer 
it to be used for wheat. Such calculations, however, would be 
much more difficult and much less accurate if there were no 
common measure for comparing values and costs. The “price- 
mechanism” under such conditions would work only roughly and 
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cumbcrsomelyi At present, entrepreneurs take the risk that prices 
wnll chan^ to their disadvantage. Under barter, this risk would 
be much greater owing to the difficulty of calculating and fore- 
casting exchange ratios between the goods they produced and 
the various goods which their employees and ffieir suppliers 
demanded in payment. Hence there would be much less division 
of labour. 

■Jhe' monetary unit for purposes of calculation is called “the 
unit of account.” Normally the unit of currency and the unit 
of account are the same, for clearly the use of money as a measure 
of value springs from its use as a medium of exchange. It is 
possible, however, for the two units to be different, provided that 
an exchange ratio between them can be somehow established. 
Thus in Germany in 1923, when prices tvere rising very rapidly, 
contracts were often made in terms of Swiss francs or United 
States dollars. When the time for payment arrived, the payment 
was made in marks, the number of marks given being the number 
required to equal tiie specified sum of francs or dollars at the 
rate ruling at the time in the foreign exchange market. The mark 
remained the -unit of currency but the unit of account was the 
franc or the dollar. 

4. MONEY AS A STANDARD FOR DEFERRED 
PAYMENTS 

Contracts, indudhig loans, are usually made in terms of 
money. This is because people believe drat the value, or pur- 
chasing power, of money is not likely to change much during 
"the period of the contract. If people fear tliat die I'alue of their 
money may change considerably, they tend to make contracts 
in terms of something else, which they expect to remain fairly 
stable in value. We have already noted that in Germany in 1923 
many contracts tvere made in francs or dollars, although the 
national unit of account was the mark. During subsequent years, 
many contracts made both in Germany and in certain other 
countries contained a “gold clause” intended to protect the 
creditor against a fall in the gold value of die currency in question. 
In effect, the debtor agreed to pay a sum of money equal at the 
time of payment to an amount of gold specified in tlie contract. 

If there were no money, lending of all kinds would be much 
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restricted owing to the risk that the value of the commodity in 
terms of which the loan was made would change considerably. 
This was illustrated during the years 193a to 1936 by the rela- 
tively small amount of international lending. Thus, for example, 
few British investors bought French Rentes even when they 
yielded nearly twice as much as Consols. For it was feared that 
sooner or later the exchange value of the French ffanc would fall — 
as indeed it did, when the fianc was devalued in September, 1936. 

Clearly there is little justification, fium the st^dpoint oflogic, 
in treating this “function** of money separately fi'om its function 
as a measure of value. 


5. MONEY AS A LIQUID ASSET 

Since money is the general medium of exchange, capable of 
discharging any economic obligation, every individual and firm 
will svant to hold a certain amount of money. Such a holding, or 
reserve, of money will be constantly diminished by payments-out 
and replenished or increased by receipts. If a person knew 
exaedy what sums of money he would receive, and at what times, 
he might conceivably arrange his money expenditures in such a 
way that he paid out money almost as soon as he received it, 
never holding any appreciable amount of money for more than 
a day or two. Many wage-earners behave something like this, 
paying their rent, buying groceries, and so forth, on their pay- 
day or soon aftertvards, and retaining very litde money in their 
pockets or their homes. But &ins, including banks, caimot 
forecast their money receipts as accurately as tvage-eamers, and 
most people like to keep a certain reserve of money to me^ 
unforeseen contingencies. 

Another reason for holding money, rather than investing it, 
is that the money value of stocks and shares, or other assets, may 
fell. Hence anybody who fears that his creditors may demand 
money payment fi'om him in the near future will tend to be 
deterred fiom purchasing assets which might have to be sold at a 
loss in order to meet their claims. The more readily an asset can 
be turned into money, ivithout having to be sold for less than its 
present value, the more “liquid” it b said to be. Hence, by 
definition, money is the most liquid of all assets. We shall return 
to this point when sve discuss the demand for money. 
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6. KINDS OF MONEY 

At different times many commodities have served as money, 
&om cattle and knives to sea-shells and rum. Usually, in the 
past, the commodity which came to be used ks money was 
generally desired for its otvn sake by the members of the com- 
munity tvhich sb used it. Even so, the fact that it tvas used as 
money tended to increase its value by increasing the demand for it. 

It is by no means essential, however, that the commodity used 
as money should'^be valuable as a commodity and desired for its 
otvn sake. Thus in Great Britain notes, costing' less than a 
penny to produce, are quite satisfactory as money and purchase 
anyt^g wo^ £i. They are accepted in payment because 
everybody believes that he too tvill be able to use them to dis- 
charge his obligations and to purchase goods and services. 

Gold and silver have probably been used as money for some 
five thousand years. They arc fairly generally desired for thdr 
otvn sake — although their exchange value would be considerably 
lower if they tvere not tvidely used as money. They are durable 
and divisible and homogeneous and not too heavy or bulky, to 
serve as a medium of exchange. Moreover, their annual supply 
firom the mines is only a small proportion of the total stock in 
existence, so that considerable fluctuations in their value, arising 
fi-om changes in the total supply, are much less likely than in the 
case of perishable commodities of which the annual supply is 
greater than the total stock. 

At first, gold and ^ver seem to have exchanged against goods 
svithout being coined. This meant that everybody who received 
gold or silver in payment had to satisfy himself as to the weight 
and fineness of the metal which he received. Later, the invendon 
of coinage saved him this trouble. A coin is a piece of metal 
whose waght and fineness are certified by whoever makes the coin. 
A bank-note convertible into gold is a promise by the bank which 
issues it to pay on demand, in exchange for the note, a stated 
weight of gold (usually in the form of a gold coin or gold coins). 

Money is sometimes classified into commodity- money, metallic 
money, and representative money (such as paper notes, whether 
or not they are convertible into gold). 

The money used for small change is sometimes called “token 
money ’’ when, as is usually the case, its metallic content is worth 
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less than its face value. Thus a shilling contains (in 1939) less 
than two pennyworth of metal. It has been called “a note 
printed on silver.” Such coins circulate because everybody will 
accept tlicm. Naturally the Mint which issues them makes a 
proflt (sometimes called seigniorage). On occasions, a rise in the 
price of silver has caused some silver coins to be worth more as 
metal than as coins, and tlicy have tended to disappear fiom 
circulation to be melted dotvn and sold as metal. This happened 
to British silver coins in 1920. The Coinage ^ct of that year, 
tlicreforc, reduced tlie fineness of the silver used from 925 to 
500 thousandths. 

It is sometimes claimed tliat under modem conditions money, 
and especially paper money, serves as a medium of exchange 
because it is Ic^ tender. It is contended that people accept it 
because the Government compels tlicm to do so. Certainly the 
fact that money can be used in payment of taxes tends to make 
it acceptable. But money can be generally acceptable without 
being legal tender. For example, the cliief medium of exchange 
in parts of Northern Africa has been for many years the “Maria 
Theresa” dollar, which the London and other Mints continue 
to provide, in response to the demand for it, bearing the date 
1780. This dollar h.'is never been legal tender and its metallic 
content h.as often been worth much less ttipn its face value. . On 
the other hand, the fact that certain money is legal tender will 
not suffice to make it gcncniUy acceptable as a measure of value 
if people expect a considerable change in its value. A strong 
Government may force its subjects to use its money, by imposing 
heavy penalties on tliosc who disobey, but it is difficult to continue 
forcing people to accept money which they distrust. If it '2' 
possible, without penalty, somctliing else will be used as a measure 
of value, afin Germany in 1923. 



CHAPTER XXil 
BANKS 
1 . BANK-NOTES 

A BANK-NOTE is promise made by a bank to pay a stated sum 
of money on demand. Thus a £5 note issued by the Bank of 
England is a promise by the Bank of England to pay the holder of 
the note £5 on demand. Before the war of 1914, anybody who 
presented such a note to the Bank of England tvas entitled to 
receive five gold sovereigns in exchange. 

The gold certificates issued by the United States Treasury are 
in effect receipts for gold wliich has been deposited with it. 
Unlike most bank-notes, they are “backed” too per cent by 
gold. In the same way, a bank might accept deposits of'coin 
or bullion, giving its receipts in return. If such receipts were 
promises to pay the stated amount of coin or bullion to anybody 
presenting them to tlie bank, they would be bank-notes. 
These receipts, or bank-notes, might pass fi'om hand to hand 
amcgng the public, b|ipg accepted as equivalent to coin. But if 
the bank kept coin or bullion on its premises to the full value of 
the receipts, or notes, which it had issued, so that these notes 
were “backed” too per cent by coin or bullion, it tvould be 
acting like a safe-deposit company. And in order to cover its 
expenses it would have to charge its depositois for keeping their 
esin and bullion for them. 

But it is possible and usual for a bank to issue notes to a value 
greater than that of the metal which it holds.. D||y by day, 
people may present notes and receive the stated amount of coin or 
bullion firom the bank in exchange. But day by day other people 
may deposit coin or bullion tvith the bank, receiving its notes 
in exchange. Provided that the bank always keeps a reserve of 
coin and bullion on the premises sufficient to meet any excess of 
payments-out over paymenis-in, it fulfils its promise to give cash 
to any holder of its notes who demands cash in exchtmge. Its 
notes circulate among the public, and everybody who holds one 
of its notes, instead of going to the bank and demanding cash for 
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it, is in effe'ct lending that amount (free of interest) to the bank. 
The bank may put its notes into circulation not only by giving 
them in exchange for cash deposited with it but also by lending 
them to people who want to borrow money, or by using them to 
buy securities. In this way the bank may derive an income &om 
the interest which it receives from its borrowers or upon the 
securities it has bought. At the same time, it adds to the existing 
means of payment by providing bank-notes which pass from hand 
to hand, among the public, and serve as substitutes for cash. 

Thus it is clear that a bank could “create credit” in the s'ense 
of putting into circulation notes to a value greater than the value 
of the coin or bullion which it held as “backing” for them. 
In the past^ many banks have been permitted to create credit 
in this way. For many years, however, most countries have given 
their central banks a monopoly of the right to issue notes. Thus 
in England only the Bank of ^gland may issue notes. Its notes 
are legal tender and, together with coins, constitute the “cash” 
of England. Since September, 1931, the Bank of England has 
been relieved of the obligation to give gold in exchange for its 
notes, and although a £1 note, for example, bears the legend 
that the Bank of England promises to pay the bearer the sum of 
,^1 on demand, this has no meaning. In fact, in 1939 the market 
value of the gold held by the Bank of England exceeded consider- 
ably the face value of its notes in circulation; nevertheless they 
were not convertible into gold. Even when a central bank is 
obliged to give gold on demand in exchange for its notes, they 
need not have a 100 per cent gold backing. It is usually required 
by law to keep a certain percentage^ — ^for example, 35 per cent 
in France and 40 per cent in the United States — of gold coin 
and bullion as backuig for its notes, and although this lega^ 
minimum is often considerably exceeded, it is probable that a 
much smaller percentage than the legal minim um would in foct 
suffice to enable it to fulfil its promise to give gold to everybody 
presenting its notes, for these circulate and are accepted as money. 
Indeed, a central bank requires a gold reserve mainly to provide 

t The Bank of England is an cxceptilfa* “Peel*s Act'* — the Bank Charter 
A6t of 18^ — laid dowD the nUe that all notes except a maximum and limited 
number, wown as the '^fiduciary iKue,** were to be backed for^^i by gold. 
Since then tbis rule has been follow^, but the fiduciary issue was greatly 
increase in 1928, when and los. "Treasury Notes’* were transferred to the 
^iik (But see pages 3S5-386.) 
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gold for payments abroad, since its notes circulate only in its 
own country. 

These remarks on central banks and their gold reserves have 
been somewhat of a digression: we shall return to this topic 
later. Our main object has been to show how banks can create 
credit, and in the past have created credit, in the sense ofincreas- 
ing both the amotmt of money and the supply of loans, hy 
putting their notes into circulation. At present, in most developed 
couijtries, the chief means of payment is not the bank-note but 
the cheque. In •Great Britain and the United States about go 
per cent in value of all payments are made by cheque; and in 
other coimtries, where the habit of using banks is less tvidespread, 
the proportion of payments made by cheque, although not so 
great as go per cent, is quite substantial. Our remarks on bank- 
notes were made mainly as a prelude to a discussion of cheques. 


2. CHEQUES 

A cheque is an order on a bank to pay a stated sum of money to 
the person named as the payee, or to the bearer of the cheque. 
The bank will obey this order if the drawer of the cheque — the 
person who signs it — has a sufficient sum standing to his credit' 
at the bank to cover the amount named in the cheque, or if the 
bank has given him the right to “overdraw” to that extent. 
Otherwise the cheque will be returned to the person who 
presented it marked R/D (Refer to Drawer) or N.S.F. (Not 
Sufficient Funds). 

Thus anybody who accepts a cheque in payment of money due 
to him runs the risk of having the cheque returned to him by the 
TTank on which it is drawn because the drawer has not sufficient 
iimds at the bank to cover the sum named. Hence most people 
do not like to part svith goods or services in exchange for a deque 
signed by somebody who is a stranger to them. They prefer to 
wait'until the bank has paid the sum named in the cheque before 
delivering the goods or rendering the services. TTiere is the 
further risk that, even if the cheque is a good one, the bank may 
fail before it has paid the sum named. Bank failures have been 
■very rare in Great Britain during recent, decades, but in certain 
other countries such as Germany and Austria some important 
banks failed during the recent depression, and the number of 
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banks — ^many of them small — which i^ed in the United States 
was very large. 

This leads us to questions of definition. Clearly we should 
distinguish between means of paymeilt which are generally 
acceptable aril! those which are not. In England, the former 
consist only of notes issued by the Bank of England and silver 
and copper coins issued hy the Mint. We shall call them “cash.” 
A bank which undertakes to repay deposits undertakes to repay 
‘them in cash. Means of payment include all substitutes for cash, 
ranging from cheques to the paper tokens accepted in payment 
by the refectory of a particular college and current only there. 
But cheques arc so important quantitatively, and are such dose 
substitutes for cash, that it is usual to define ‘“money” as cash 
plus cheques (or bank deposits). Since the question is purely a 
verbal one, we shall follow the customary practice. . 

3. BANK DEPOSITS 

A deposit tvith a hank may be on current account or on 
deposit account. In the United States the latter kind of deposit 
is called a “time deposit” and in some countries it is called a 
“fixed deposit.” Deposits of this kind usually bear interest and 
can be tvithdrattm only if the depositor has notified the bank of 
his intention beforehand. In England the period of notice 
usually required is seven days, but as a rule a bank tvill permit 
a customer to tvithdraw without giving notice. The proportion 
of current accounts to deposit accounts is significant in that the 
otvners of deposit accounts presumably do not intend to draw 
upon them in the near future. Thus, during the depression, whet^ 
people were less anxious to invest and wished to remain more 
“liquid ” than before, the proportion of such deposits to total 
■ deposits rose : fix>m 45-9 per cent in 1929 to 50-5 per cent in 1932. 
Only current accounts are subject to cheque, but since deposit 
accounts can be vrithdrawn after due notice, and in practice — as 
a rule — ^almost at once, we shall assume, in order to simplify the 
discussion, that all deposits arc subject to cheque. 

When A draws a cheque in favour of B, B usually “pays in” 
the cheque to the credit of his account at his own bank, which 
collects the sum due from the bank on which the cheque is 
drawn. A’s deposit wiih his bank is reduced, and B’s deposit 
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with his bank is increased, by the sum named in the cheque^; the 
total of bank deposits remains the same. Hence it is bank 
deposits, rather than cheques, which constitute the means of 
payment: a cheque is hn order by the drawer to his bank to 
reduce fiis deposit by that amount in fevour of the payee. The 
total volume of cheques drawn over a period depends on how 
rapidly bank deposits are “turned over”; people hold money 
in the form of bank deposits and not in the form of cheques. 

4. THE ORIGIN OF BANK DEPOSITS 

Clearly a bank deposit could originate in the payment of cash, 
to that amount. By the depositor to the bank; The depositor 
might feel that his money was in safer keeping with the bank 
than at his home; and he might find it convenient to ma1r>- many 
of his payments by cheque rather than in cash and to ‘‘pay in” 
cheques which he received, letting his bank collect the amounts 
and add them to the sum standing to liis credit, instead of 
collecting them himself. 

It is conceivable that a bank might act like a cloakroom. It 
might keep a little safe for each customer, and all the cash which 
he paid in, or which the bank collected on his behalf, might be 
put in the safe. In this way, people could pay one another by 
cheque and the corresponding amount of cash could be moved 
firom one safe to another by the bank or banks concerned. 

A bank which did this wnuld probably find that it always had 
a large amount of cash on its premises. All the time, it would be 
paying cash across the counter to customers who wanted to 
^withdraw some of thdr deposits, and it would constantly be 
paying cash, on behalf of its customers, to other banks in favour 
of whose customers its own customers had drawn cheques. But 
on the other hand it would all the time be receiving new deposits ' 
of cash across the counter, and fi-om other banks whose customers 
had drawn cheques in favour of its own customers. The amount 
of cash in any particular safe might fluctuate considerably finm 
day to day, but when the amount to the credit of some customers 
was low the amount to the credit of other customers tvould 
probably be high, so'that.day in and day out the total amount 
ol* cash in the bank would be large and would, not fluctuate very 
much. 
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Under these conditions, it is quite likely that it svould occur to 
the hanker to lend out the greater part of the cash on his premises. 
Inslc.ad of keeping a sep.aratc safe for each custoincr, he could 
lump all the c.nsh together, and although he lent out most of it 
he could still retain enough to enable him to pay on demand (to 
his customers or, on behalf of his customers, to other banks) all 
the c.a.sh which in fact he would be tiskcd to pay. 

A ncccssart' condition for this, it'\«Il be noted, js that cash is 
homogeneous. A dc|>ositor who took the number of a pound 
note which he paid into his bank would have nb cause to feel 
.aggricvetl if he saw that note in circul.ilion the next day. For 
his banker would have another pound note rc.ady for him, if he 
sranted it; and one pound note is as good ns another. Another 
neerssar)' conilition is that only a sm.all proportion of the total 
tlrposits are likely to he witlidmwn in c.Tsh at the same time. 
•Suppose the b.ankrr decided, on the b.asis of his p.asi experience, 
rhat ret per cent of hfx rant? tfqjoxfnr vi-rts .tn acfcqn.ate resen-e of 
ca.'h. If— otving, say, to a rumour that the b.ank was likely to 
fail — there w;is a "run on the b.ink,” a large proportion of his 
dr])n5ilors drm.inding repayment in c.-vsh, the c.xsh would not be 
there. The banker might protest that he w.as perfectly solvent 
and that, given sidlicieiit titnc, he could ctill in Ills loans, sell His 
invesimeiits, and thus meet his debts, yet his reputation as a 
b.’Uikrr would be genic, for he would have f.iilcd to fidfil his obliga- 
tion of paying c.ish on demand. 

The banker ivould receive interest on the loans which he made 
with his drjinsitors' money and hence he might be able to pay 
interest (at a lower rate) to his depositors. I'or a deposit of 
money with a bank is not like the deposit of .an .article at a clo.ak- 
rooin: it is really a loan to the bank, .and it is gciicr.ally undcr- 
sioivl that the b.ank svill rc-lend most of the money. 

The money which the hanks lentbwill he used by tlic borrowers 
to m.ake payments. .Suppose, for the moment, that there is only 
one b.ank. The people to whom the money is p.aid may be 
ctistomrts of this hank, anil may pay it in ag.ain to their credit. 
In the course of time, the same note or coin might p.ass and rcpa.ss 
Several times across the counter of the bank, befog deposited 
by one customer, lent to a borrower, dcpositci] by another 
customer, and so on. •'nius in time the total deposits of the bank 
might ctinsider.ably exceed the total amount of c.ash in the 



ECONOMICS 


364 

country. This would be quite all right, provided that the ^uk 
kept a sufficient reserve of cash to meet all demands for cash 
wldch were in fact made upon it. Against its liability to depontors 
it would hold partly cash and mainly other assets such as debts 
due to it by people who had borrowed from it. 

In fact, when a bank makes a loan it does not usually lend 
actual cash. Instead, it gives the borrower the right to draw 
cheques upon it, although he has made no corresponding deposit 
For example, a bank may grant its depositor A the right to 
overdraw his Account up to the value of £iooo, A agreeing to 
pay a certain rate of int^est on the amount which he in fact 
overdraws. A proceeds to draw cheques, to pay for goods and 
services which he requires or to pay his creditors, if he has run 
into debt, and the people who receive his cheques probably pay 
them in to their own banks, to be added to their deposits. iTius 
the deposits of these people are increased, and, nobody’s deposit 
is reduced, by the grant of the overdraft or loan to A. It is in 
this way that “loans create deposits.” Of course, the same thing 
happens if the bank, instead of granting a loan to A, purchases 
securities and pays for them with its otvn cheque. The seller of 
the securities “pays in” this cheque and thereby increases his 
deposit with his own bank, which may or may not be the bank 
which drew the cheque. Most of the increase in the total deposits 
of British banks which has taken place during recent decades has 
come about through the granting of loans or the purchase of 
securities by banks. The extra deposits have been virtually 
created by ffie banks themselves. 


S. THE LIMITATIONS ON THE POWER OF BANKS 
TO CREATE CREDIT 

We have just seen that a bank may receive interest simply by 
permitting customers to overdraw thdr accounts or by purchasing 
securities and paying for them with its own cheques, thus increas- 
ing the total of bank deposits: that is, “creating credit.” This 
seems a very easy way of making profits. Yet the rate of profits 
in banking is no higher than in other branches of industry. The 
banks have expenses — ^for premises, equipment, and staff— and 
thdr power to create credit is limited. 

It is limited by their obligation to pay their depositors cash 
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on demand. This means that they dare not let their reserve of 
cash fall below what they consider a safe level. In Great Bri tain 
during recent years the banhs have considered that g or 10 per 
cent of their deposits is the minimum below which their cash 
reserves must nht & 11 . Since additional loans or purchases of 
securities would increase total deposits they would thereby 
reduce the banks’ reserve of cash (assuming it to be near the 
minimum, and to remain the same in amount) below this 
minimum percentage. 

In order to expand credit further, therefore, the banks must 
either increase tlie absolute amount of their cash reserves or 
permit them to form a lower percentage of deposits than they 
previously considered the lowest compatible with ‘safety. 

Let us suppose, to begin with, that there is only one bank 
(with numerous branches) in the country but that it cannot 
increase or diminish the total amount of cash in the country, the 
supply of cash being controlled by the Government. At any 
moment, all the cash in the coimtry is divided between the bank 
and the public. The bank cannot permanently increase its 
holding of cash by forcing the public to hold less. It can tem- 
porarily obtain more cash — by selling securities to the public or 
by requesting some of its customers to repay their loans or 
overdrafts in cash — ^but it will be unable to keep this extra cash 
and use it as a basis for credit expansion. For the public has 
the whip-hand of the bank in that it can always replenish 
its holdings of cash by withdrawing deposits in cash. Thus, 
assuming that total deposits exceed the total amount of cash in 
the country, the public can always hold as much of the total 
cash as it wishes. If the public’s demand for cash remains the 
same as before, and the total amount of cash in the country is not 
increased, the bank will be powerless to bring about a permanent 
increase in its cash reserve. 

Suppose that the total cash in the country is ,£500 million, 
of which (taking one day with another) half is held by the bank 
and half by the public, and that bank deposits amount to ,(^2500 
milli on . The bank could expand credit, and thereby increase 
its deposits, by 1^250 million only if it was prepared to let its 
cash reserve of £250 milli on form only one-eleventh instead of 
one-tenth of its total deposits. But it might be unable to achieve 
even this result. For the amount of cash which the public wants 
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to hold tends to vary with the level of prices. If prices riscj 
firms and individuals tend to keep more cash than before in 
their safes or tills or pockets. The expansion of bank credit from 
£2500 million to £8750 million might well send up prices and 
so cause the public to want to hold, say, £275 million instead of 
£250 million as formerly. This would leave only £225 million 
for the bank, and that would be little more than 8 per cent of the 
deposits. Hence, if it was prepared to reduce its cash ratio to 
9 Tjer cent, but not lower, it could not expand credit by as much 
as £250 million. 

Thus tlie total of bank deposits may be said to depend on 
three things, namely — 

(1) the total amount of cash in the country, 

(2) the amount of cash which the public wishes to hold, 

(3) the minimum percentage of cash to deposits which the 

banks consider safe. 

The total amount of cash in the country can be increased only 
u the monetary authorities (whom we have supposed to be the 
Government) decide to increase it. The public’s demand for 
cash may be diminished by, a fall in population or by a change 
in tile public’s monetary habits: for example, groups of wage- 
earners who had previously been paid in cash might come to be 
paid by cheque and to use cheques to make payments which tliey 
previously made in cash. The bank might feel, at a time of 
general prosperity and optimism, that a lower percentage than 
usual would be quite safe. But if none of these factors changes, 
the total amount of bank credit cannot increase. 

The fact that there arc several different banks does not make 
any substantial difference to tlic argument. Its implications are 
discussed in the following section. 

We may add that die controveny as to whether the inflations 
in Germany and other countries during and after the war of 
1914 were “due” to an expansion of bank credit or to an expan- 
sion of the note issue is radicr like die controversy as to whether 
the hen or the egg came first. In fact, expansions of bank credit 
came first, but the enlarged volume of bank credit could not hat'e 
been maintained, still less increased, without die subsequent 
Creadon of addidonal cash, in die form of notes issued by the 
Government or central bank, to enable the banks to keep their 
customary proportion of cash to deposits. 
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6 . BANK CLEARING 

Consider a particular banlc, let us say, for example, the 
Midland Bank. Suppose that it has about one-fifth of the total 
bank deposits. Every day its customers pay in cheques to their 
credit, and the chances are that about four-fifths of these cheques 
tsill be drawn upon other banks. The Midland Bank could of 
course collect the cash due to it, on those cheques, from the other 
banks. But the customers of the other banks will pay in cheques 
to their credit and presumably the average total value of these 
cheques ^vill be about four times as great as that of the cheques 
paid in tp the Midland Bank, and the chances are that about 
one-fifth of them will be drawn on the Midland Bank. Thus the 
Mi dlan d Bank will have to pay the other banks about as much 
cash as they have to pay to it. 

Obviously a convenient arrangement would be for each bank 
(in any town) to send a clerk to meet clerks finm other banks at 
a central office or “clearing house.” Each bank could then give 
the Midland Bank the cheques which it had received dratvn upon 
the Midland Bank, the Midland could reciprocate, and so on. 
If at any such “clearing” the Midland Bank owed, say, the 
Westminster Bank more than the ’Westminster Bank otved it, it 
could pay the difference in cash. Such clearings do take place 
every day (and in large totvns two or three .times a day) but the 
differences are not paid in cash. In England most important 
banks themselves have deposits tvith the Bank of England, and 
settle their differences at the'clearing by cheques dratvn on the 
Bank of England. Thus, if the Midland Bai^ owes the West- 
minster Bank £5b,ooo, on balance, at any particular clearing, 
it gives’ the Westminster Bank a cheque drawn by itself on the 
Bank of England for £ 50 , 000 . The Midland Bank’s deposit at 
the Bank of England is reduced, and the Westminster Bank’s is 
increased, by ,^50,000. The banks consider their deposits with 
the Bank of England as eqiuvalent to cash, for they can withdraw 
them in notes or coins at any time. 

Clearly the equilibrium position for any bank is that it neither 
gains nor loses cash, over a period, at the deating. If it habitually 
gains cash, it tvill expand its loans, so that more cheques 
will be’ dratvn upon it, until its percentage of cash to deposits 
falls to whatever it considers the lowest consistent with safety. 
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Conversely, if it habitually loses cash to the other •banks; it ' 
will be compelled to contract its loans, so that fewer cheques 
arc drawn upon it. 

If all the banks decide to expand credit, and keep in step with ' 
one another, no bank will lose cash to other banks at the clearing, 
and the limits to credit expansion will be simply those which we 
discussed in die previous section, on die assumpuon that there 
was only one bank. 

Suppose that one bank only, say the Midland Bank, decides 
to expand credit. It will soon be checked by die loss of cash to 
the other banks at die clearing. If it expands its loans by £10 
million, and has about onc-fifdi of the total deposits, the chances 
arc diat its new borrowers will pay four-iifdis of dieir cheques 
to people who arc customers of odicr banks, so that the Midland 
Bank ivill lose about £8 million cash tp odicr banks at the 
clearing. Suppose that it had ;^4oo million deposits and ,(^40 
million cash (including, of course, its deposits with die Bank of 
England) and diat the other banks, taken together, had ,(^1600 
million deposits and £t8o million cash. The Midland Bank, 
let us say, is prepared to let its reserve ratio fall from 10 per cent 
to g per cent. The odicr banks, taken together, wish to maintain 
the rado of 10 per cent. The Midland Bank cannot expand its 
loans by £40 million, in the hope diat this will increase its 
deposits to £440 miUion, leaving its cash at ^40 million. For the 
result would be to expand its deposits to about £408 million and 
reduce its cash to about ^0 million, since about four-iifths of the 
cheques drati’n by its new borrowers would come into the 
possession of depositors of other banks. But, by gradual c.xpan- 
don, an equilibrium posidon might be reached with its deposits 
It about ,^41 1 million and its cash at about £3'; million, die 
otal deposits of die other banks being ,£'1630 miUion and dicir 
cash ,£163 million. For, as die other banks acquired more cash 
from die Midland Bank, they would gradually c.xpand their loans 
or investments. 

One conclusion wliich emerges from all diis is that aldiough 
go per cent in value of all payments arc made by cheques it is 
the quantity of cash which is really important. For so long as 
die banks maintain' their convcndonal reserve rado they can 
increase their deposits only if die amount of cash in die country 
increases or the publie’s demand for cash diminishes. 



CHAPTER XXIII 

MONEY MARKETS AND CENTRAL BANKS 
1. INTRODUCTION 

The previous chapter gave a general discussion of banks and 
of the forces determining the volume of bank deposits or “bank 
credit.” The present chapter is largely descriptive. It is con- 
cerned mainly svith facts and figures relating to British banks 
and the London money market. 

An account of the British banking system inevitably involves 
some- discussion of the London money market and of the Bank 
of England. A money market is a market for short-term loans. 
Most of the money lent on the London money market is supplied, 
directly or indirectly, by the British commercial banks. It is 
they who, by buying Treasury bills, lend the British Government 
most of the large amount of money which it borrosvs on short 
term. It is they who supply the discount houses and bill brokers, 
by lending to them on short term, with most of the money which 
they use to buy Treasury bills, bills of exchange, and Goveriunent 
securities. The banks regard their short-term loans to the money 
market and their holdings of Treasury and other bills as their 
most liquid assets with the exception, of cotuse, of cash. We 
must therefore give a -brief account of discount houses and bill 
brokers and of accepting houses (who, by "accepting” bills 
— ^tvhich means, in effect, guaranteeing they, will be paid — ^make' 
them more ma^etable) and we must say something about 
Treasury bills and bills of exchange. 

We must also discuss the central bank : the Bank of England. 
A' banking system can flourish ^vitbout a central bank. But 
where there is a central bank it can, if it chooses, control the 
volume of bank credit — ^and, incidentally, affect short-term and 
possibly long-term rates of interest — ^by causing the amount of 
cash available for the ccimmercial banks to increase or tc 
diminish. The Bank of England, as sve shall see, is in a positioc 
to do this. 

When Great Britain was on gold, the immediate object of the 
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Bank of England was to maintain an adequate reserve of gold 
and, at any rate before 1914, it responded to the danger of a 
drain of gold by raising its bank rate. But Great Britain has 
been off gold since September, 1931, and our discussion in the 
present chapter describes the situation since that time. We 
consider the gold standard in a later chapter. For the present 
we leave international complications out of account. 

Since we devote most of our illustrations to the British banking 
system it may be well to point out the chief respects in which 
other systems are different. In the first place, the volume of 
Treasury and other bills in London is greater than in most 
centres. These bills are treated by the banks as relatively liquid 
assets which (togedacr with their short loans to bill 'brokers) 
supplement their cash reserves, forming a second line of defence. 
The banks therefore can and do maintain a smaller reserve of 
cash against their deposits than tliey would have to maintain 
if such h'quid assets were not available. In countries %\-ith less 
developed money markets the banks maintain a higher ratio of 
cash to deposits than in England. 

In the second place, the intervention of the discount houses - 
and bill brokers between the central bank and the commercial 
banks is peculiar to England. In other countries tlic commercial 
banjes borrow, when they need more cash, dircedy from the 
central bank. In England they never do this. Instead, they 
call in their short loans, dicrcby constraining the bill brokers to 
borrow from the Bank of England in order to repay Utem. 

In the tliird place, England has gready developed branch 
banking. A few large banks widi numerous branches do the 
^great bulk of the business and hold most of die total deposits. 
The banking s^'stem of the United States is in marked contrast. 
There, widespread branch banking is forbidden by law and 
there are many diousands of independent banks, although the 
Federal Resen'e system has done much (since it was set up in 
1914) to “pool” and centralize the cash rescrt'cs of its member 
banks. Branch banking enables a large bank to use its cash 
reserves more effectively, distributing diem among its branches 
according to the demand for cash in different places. It also 
facilitates loans from one part of die country’ to another : some of 
the deposits of a district with a relatively small demand for loans 
can be lent, in cllcct, to other districts where die demands for 
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loans are greater. On the other hand, all loans of any size 
require the prior sanction of the head office, so that a local 
manager cannot use his discretion as much as if his branch 
were an independent bank. Moreover, the failure of a large 
bank with numerous branches would mean widespread distress 
and alarm, whereas the failure of a few local banks might have 
little effect outside their own districts. 


2. THE ENGLISH COMMERCIAL BANKS 

The five biggest English banks are the Midland, Barclays, 
Lloyds, the Westminster, and the National Provincial. These, 
together with six others, are known as tlie London Clearing 
Banks'because they alone are members of the London Clearing 
House; other banks do their clearing through one of these. The 
remaining English banks are of minor importance, but many 
foreign and Dominion banks have offices in London and tlie 
banks of Scotland and Northern Ireland do a good deal of 
business. . 

The main items on the "liabilities” side of a bank’s statement 
of accounts are capital paid up, reserve fund, and deposits 
(“current, deposit, and other accounts”). In October, 1937, 
the combined capital of the London clearing banks aggregated 
some ,(^77 million and Uieir reserve Rinds (accumulated out of 
undistributed profits) some ,£'58 million. These sums belonged 
to tlieir shareholders. In addition, there were substantial con- 
cealed reserves in tiiat some of their assets (notably investments 
and premises) were shown below market value ; these may have 
been in the neighbourhood of £100 million. The bulk of their 
resources, however, were deposits, amounting to some ',^2312 
million, and tliese of course belonged to the depositors and not 
to the shareholders. 

The policy of an English commercial bank may be regarded 
as a compromise between three conflicting alms. In the first 
place, tlie bank wants to make as good profits as possible for its 
shareholders. In the second place, its funds belong mainly to 
its depositors, so tliat it cannot afford to risk losing some of tliem 
by investing them in risky enteiprises without adequate security 
even if this course seems likely to yield high profits. In the third 
place, it has undertaken to repay depositors in cash and it must 
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therefore keep a certain proportion of its assets in cash or in forms 
which can readily be converted into cash without appreciable 
loss. The distribution of its assets will reflect its compromise 
between these three aims of profits, security, and liquidity. 

In October, 1937, the main* items on the “assets” side of 
the statements of the London clearing banks, taken, together, 
were as follows — 

£ million 


Cash « . a • • 



• 234 

Money* at call and short noti^ 



. 165 

Bills tfiscounted 



. 296 

Investments . * . 



• 639 

Advances to customeis . 



• 984 


These items have been given in order of liquidity. The order 
of profitability is exactly the reverse. Advances are the most 
profitable, yielding (in 1937) around 4 to 5 per cent, while 
cash, of course, yields nothing at all. 

Cash is, by definition, completely liquid. Rather more than 
half this item consists of notes and coin, the rest being deposits 
(“Bankers’ Deposits”) svith the Bank of England, which the 
banks regard as completely equivalent to notes and coin. The 
percentage of cash to deposits varies somewhat between in- 
dividual banks and from one time to another, but for all the 
banks together it is seldom shown as less than 10 per cent and 
seldom rises much above ii per cent.. 

Money at call and short notice has been lent mainly to discount 
houses and bill brokers and partly to stockbrokers. (The banks 
also lend for longer periods to stockbrokers, but these loans are 
included in their advances.) This item constitutes the most 
liquid part, after cash, of the bank’s assets, for some of the loans 
can be recalled on demand and the rest svithin a few days. In 
1937 the banks obtained only i to i per cent on this item, which 
usually is equivalent to around 6 or 7 per cent of their deposits. 

Bills discounted become liquid as they mature. They consist 
mainly of Treasury bills, for the volume of coirunercial bUls has 
shrunk greatly during recent years. In 1937, Treasury bills 
yielded little more than J per cent and three months’ trade bills 

* Wc omit liabilities of customers for acceptances, indoiscments, etc. 
(,£116 million), biUanced, of course, by a corresponding item of the same value 
on tbe liabilities side. We omit also balances with and cheques in course of 
collection on other banks, it ems in transit, bank premises, and investments in 
affiliated banks and subsidiary companies. 
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a to 2| per cent. Bank bills yielded little more than Treasury 
bills, but the conunercial bills held by the banks were mainly 
trade bills and not bank bills. Bills usually amount to between 
I a and ao per cent of deposits. 

Investments consist mainly of British Government securities, 
which during recent years have yielded little more than 3 per 
cent and which may fluctuate in value &om time to time. The 
banks follow the aim of security by restricting their investments 
to those which are “gilt-edged” and not risking their depositors’ 
money in speculadvc shares. In the past, investments have 
usually r'aried between 14 and 1 7 per cent of deposits, but during 
the last four or five years before the outbreak of war the propor- 
tion was much higher; in October, 1937, it was over 27 per cent. 

Advances to customers, by tvay of loan or overdraft, are the 
most profitable but the least liquid item, for although an over- 
draft may nominally be repayable on demand it is ofien difficult 
to get it repaid at short notice. In general, the English banks 
aim at providing industry and trade with working capital only, 
and seldom lend for more than six months. In the past, some- 
confinental banks have provided particular firms with long-term 
loans. But such banks had a much greater capital relatively to 
their deposits than English banks, who seldom do this; the 
long-term loan of ;^3 million made by Lloyds Bank to Stewarts 
and Lloyds in 193a tvas quite exceptional. The English banks 
try to protect their depositors by obtaining adequate security 
for their advances. But sometimes a security which seemed 
adequate at the time falls heavily in value ; the customer carmot 
repay; and the banks are left svith “fi’ozen” assets. This 
happened to a munber of bank loans during tire depression, 
following the tvar of 1914—18. Advances in the past have usually 
amounted to more tlian 30 per cent of the deposits, but during 
recent years the proporfion has fallen considerably below this. 

A comparison with October, 1931, is interesting. The total 
deposits of the London clearing banks at that time were only 
,fi724'million; their investments were ,^^304 million and their 
advances £910 million. The “cheap money” policy pursued 
by the Bank of England and the Treasury since then has consider- 
ably increased the voliune of deposits, but the corresponding 
change on the assets side has taken the form mainly of a 
great increase in investments, owing to the lack of -sufficient 
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safe borrowers to maintain the customary ratio of advances to 
deposits. 

It should be noted that the published statements of the banks 
include a certain amount of “window-dressing”: that is to say, 
the amount of cash shosvn exceeds the amount normally held. 
Each of the big banks makes up its accounts on a different day 
of Ae week, calling in short loans for that purpose. The bill 
brokers repay one bank by borrowing from the other banks. At 
the end of the half-year, when all the banks make up their 
accounts on tlie same day, different measures are needed. We 
shall see later what these are. 


3 . BILLS 

We use the word “bills” as a general term for negotiable 
documents which embody the promises of borrowers to repay 
short-term loans. The main types are promissory notes (little 
used in England), bills of e.'cchange, and Treasury bills. 

' ■ T--H In the United States it is not uncommon for a customer who 
- borrows from a bank to give tlie bank Ins " note.” This is a signed 
promise by the customer to pay the bank a stated sum — the 
amount borrowed plus interest — on a stated date. It is known 
as a promissory note. A bank tvishing to increase its cash rescr\'e 
can discount such notes (or, strictly, re-discount them, for the 
bank has already discounted them for its customers) with the 
Federal Reserve Bank of its district. TIjc notes tlien carry the 
guarantee of tlic bank which rc-discounis them, as well as of 
its customers. 

In Great Britain, loans and overdrafrs granted by the com- 
mercial banks arc not embodied in negotiable documents. A 
bank which makes a loan often safeguards itself by taking over 
the custody, but not the orvneiship, of stock exchange securities 
or other titles to assets belonging to tlie customer, to a value 
greater tlian the amount of the loan. If tlic customer docs not 
repay, tlie bank has the right to sell this “collateral” and thus 
recoup itself, handing over to tlie customer any excess which 
remains after it has done so. If the customer does not “put up” 

• sufficient collateral, tlic bank usually demands the guarantee of 
a third party tliat the loan svill be repaid. But the loan does 
not give rise to any document of the nature of a bill. 
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A bill of exchange is an order by one person (or firm) to 
mother to pay him some definite sum of money at a specified 
future date. The person giving this order is called the 
“drawer” of the bill. If the other person signifies his agreement 
by signing the bill, he is said to “accept” it. The bill is nego'ti- 
able : that is to say, the drawer can transfer it to a third party, 
who then Has the right to the money when the bill falls due for 
payment. He can transfer it by “indorsing” it, that is, by 
signing his name on the bach of it; he then becomes liable for 
the sum named if the acceptor fails to keep his promise. In the 
same way, the third party can transfer it to a fourth, and so on. 

A bill can be sold, or, to use the technical term, “discounted,” 
at any time before it matures — that is, falls due for payment. 
Suppose that a bank discounts a bill of face value ,^1000 which 
has three months to run at a rate of discount of 4 per cent per 
annum. It gives £990 now for the bilL (since 4 per cent per 
annum is i per cent for three months). It is clearly making a 
loan, which will be repaid plus £jo when the'bill matures.'. TJie 
present value of the bill depend partly on the length of tiitfe^it 
has to run. For example, the above bill will be worth ’5^995; 
assuming the rate of discount is sdil 4 per cent, alter half the 
three months have elapsed. 

But the present value of a bill abo depends partly on^the 
credit stan^ng of the persons or firms whose names appear 
upon it and who are therefore responsible for seeing that it b 
pmd. A bill bearing only the names of firms whose credit standing 
b not generally known to be high b usually discounted by the 
bank of the drawer, which holds it until it matures, and it b' 
dbcounted at a relatively high rate. Most of the bilb in the. 
Ixrndon money market bear, in addition to the names of the 
firms concerned, the name of a well-known bank or accepting 
house and are known as bank bilb (the others beiirg known as 
trade bilb). By thus “accepting” tbe bill, the bank has given 
its own guarantee that the bill rvill be met at the due date. Thb 
rabes the present value of the bill ; in other words, the bill can 
be dbcounted at a considerably lower rate. 

For many years London has been the leading intemationa] 
market for first-class bills of exchange. It attained this position 
owing partly to the large and widespread foreign trade of Great 
Britain (for these bilb mostly have their origin in foreign trade 
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transactions) and partly to the presence in London of several 
firms of merchant bankers with important foreign connections. 
The credit of these firms— for example, Barings, Rothschild, and 
Schroeder — was, and is, very high, and their acceptance of a 
- bill meant that it could readily be discounted in either London 
or some foreign centre. They are now known as accepting houses. 
They sometimes act as “issue houses,” raising relatively large 
loans in London on behalf of foreign Govermnents or other 
important clients. They accept deposits, both from their foreign 
clients and from British firms, and use the money to huy bills 
or Government securities or to make short-term loans. They 
accept bills for their clients, receiving a commission (usually of 
I to 2 per cent) for giving their guarantee that the money will 
be paid when the bills mature and thereby raising their present 
value and making them readily discountable. Usually they are 
safeguarded by receiving possession of documents such as bills 
of lading, invoices, and insurance policies giving them control 
over the goods, or by collateral security deposited with them by 
their clients. Since 1918, the practice of granting reimbuise- 
ment credits has sprung up. For example, a foreign bank will 
be given a credit of, say, ,^500,000 by an accepting bouse. The 
foreign bank then instructs its clients to draw their bills upon 
the^ accepting house. The fbrei^ bank makes itself liable for 
their payments and probably the accepting house is secured 
against its contingent liability by securities deposited with it by 
the foreign bank. The leading English commercittl banks have 
themselves done an increasing amount of acceptance business 
’since the last war. Towards the close of 1937 their total accept- 
^ances exceeded £100 million. 

A bill is considerably more liquid than a bank loan made for 
the same period. For the borrower may urge his banker to renew 
the loan on the ground that he cannot immediately find the 
money conveniently, but will be able to do so later. The banker 
may lose a good customer if he refuses; and, further, the loan 
may not be adequately backed by collateral, or the collateral 
may have fallen in value considerably since the loan was granted, 
so that the bank may not be able to obtain repayment in full 
even if it hardens its heart to the customer’s apped. A bill, on 
the other hand, is virtually a written promise to pay at a specified 
future date, and if the promise is not kept the cre^t of the bank 
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(or firm) which accepted it is destroyed. Hence bills are nearly 
always met, except in quite exceptional circumstances, whilst 
loans and overdrafts are frequently renewed even when the bank 
would prefer not to renew them. It has been said that the first 
duty of a banker is to realize the difference between a bill of 
exchange and a mortgage. The former is very liquid ; it is highly 
probable that the money will be forthcoming when it matures. 
The latter is much less liquid ; if circumstances arose in which 
the property had to be sold, it is likely that a good deal of other 
property would be ofiered for sale, o-wing to those same circum- 
stances, at the same time, thus forcing down its price below the 
face value of the mortage. 

Governments often borrow on short term. Their revenue, 
especially fi’om income tax, fluctuates considerably over the year, 
so that tbey are sometimes constrained to borrow, in anticipation 
of revenue, to meet current expenses. Moreover, short-term rates 
are often lower, and sometimes much lower, dian long-term 
rates. A small part of the short-term or “floating” debt of the 
British Government sometimes consists of advances, called Ways 
and Means advances, made by the Bank of England, but the 
reat bulk ofit consists of Treasury bills. TTiese are three months’ 
bills issued by the British Government (in amounts of £5000 
and ,(^10,000) and payable on the due date at the Bank of 
England. They are an extremely liquid form of investment. 
Nobody doubts that the money will be forthcoming on the due 
date, and therefore a Treasury bill can be readily discounted if 
the holder requires cash sooner than he had expected. When the 
Treasury issues these bills, it invites tenders for them. Banks 
and other would-be buyers state how many they are prepare^ 
to take, and at what price, and the bills go to the Ughest bidders. 
Towards the close of 1937, there 'were some £goo million of 
these bills outstanding, and their average rate of discount was 
little more than ^ per cent: that is to say, the average price pmd 
for a ,^5000 bill was little lower than ,(^4993 15s. Some of these 
bills were not put up for tender but were issued direct (“ through 
the tap”) to various Government Departments which had 
balances to invest for short periods; most of the rest were held 
by banks. Every week. Treasury bills to the value of about £45 
milli on were issued to the market, anc^ every week a somewhat 
similar volume of bills fell due for payment.' Ever since the 
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last war, the volume of Treasury bills in the London money 
martet has been greater than the volume of commercial bills, 
and since 1931 they have swamped the latter in importance. 

The bank rate of a central bank is the minimum rate at which 
it will discount first-class bank bills, accepted payable by a 
leading bank or by one or more firms of equally high standing. 
A central bank will usually discount only Treasury bills or first- 
class commercial bills; in other words, it will usually refuse 
ordinary trade bills. Moreover, a number of centrsd banks 
normally discount only bills vnth less than, say, two months 
to run. 

4. THE LONDON DISCOUNT MARKET 

The dealers in bills on the London market comprise three 
large discount houses — ^namely, Alexanders Discount Company, 
The National Discount Company, and The Union Discount 
Company — ^with a total capital (including reserves) of about 
million, twenty bill brokers vdth a total capital of over 
£•] million, and nine "running brokers” who are pure inter- 
mediaries with little capital of their own. 

The discount market is much more important in London than 
in any other centre, and the practice followed by the English 
commercial banks of calling in their loans to tlie discount market 
instead of themselves borrowing from the central bank is peculiar 
to England. 

We may perhaps be permitted to use the term bill broker to 
include discount houses. Clearly a bill broker can discount 
bills with his own capital. Having the bills, he can then use 
^em as security on which to borrow money at call or short 
notice from a bank. Having borrowed this money, he can then 
discount some more bills, borrow more money on the security 
of the bills, and so on. Thus the greater part, by far, of the funds 
utilized by a bill broker are provided on short loan by the 
banks. Most bill brokers also accept deposits. Tlie capital of 
some bill-broking firms is as much as a tenth of the money which 
they borrow from the banks and from their depositors, but in 
some cases it is only a trventieth or a thirtieth. They may 
use some part of their funds ' to buy Government securities, 
particularly short-dated pnes. 

Bill brokers do not hold all the bills which they discount until 
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they mature. They resell some, at a slight profit, to the banks. 
They can do this because any given bank likes to arrange its 
holding of bills so that about the same amount of money falls 
due for payment every day (or, rather, more falls due at times 
when it knows that it will have to make unusually large payments 
out) and likes not to hold^ too many bills bearing the same 
signatures. A bill broker is a socialist in bills and knows the 
credit standing of the various firms responsible for paying the 
biUs. He himself, except in the case of running brokers, guaran- 
tees payment of the bills which he re-sells to the banks. Hence 
the banks are prepared to discount them at a fraction of I per^ 
cent less than he did — ^in other words to buy them from him at a 
slighdy higher price than he paid for them. 

Thus bill brokers make their profits by discounting bills and 
holding them and perhaps buying some Government securities 
and holding them, receiving a rate of interest higher than the 
rate which they pay for the money which they borrowed from the 
banks and, to a less extent, from their depositors. They also 
make profits by re-selling some of their bills to the banks. 

When a bardt wishes to replenish or increase its cash it usually 
calls in some of its loans to the discount market. The bill brokers 
may be able to borrow the money from another bank. But if all 
the banks are calling in their short loans at the same time, this is 
not possible. The bill brokers are then constrained to obtain the 
money firom the Bank of England, either by obtaining an advance 
(usually at J per cent above bank rate) or by re-discounting some 
of their bills. At such a time the market is said to be “in the 
Bank.” But of course the banks cannot permanently, increase 
their cash reserves in.this way. If the bank rate is maintained at a 
level which makes it unprofitable for bill brokers to borrow from 
the Bank, they will not do so for longer than they can help. 
When they repay, deposits are thereby transferred fi'om the 
commercial banks to the Bank of England. Similarly, when bills 
re-discounted by the Bank mature, the deposit of whoever pays the 
money is reduced and the money is paid by his bank to the Bank 
of England. In this way bankers’ deposits at the Bank of England 
are again reduced. 

Since rgg i the volume of trade bills has become small’ and the 

’ Foreign-dzawn Nils fell from about £500 nuUion in igaq to about 
£150 znlUioD in 1936-37. See The Eeonamisij aSth Marcb, 1938, p. 689. 
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bills held by the discount market are now mainly Treasury 
bills. The yield on these is exceedingly low, and, in order to 
keep their businesses alive, the -bill brokers have been obliged 
to increase their investments in long-dated securities. 

Treasury bills are offered for sale by tender on Fridays, and 
tenderers can specify the day in the following week on which 
they wish their bills to be dated. When the banks call in their 
loans at the half-year to increase their cash for tvindow-dressing 
purposes, if the end of the half-year falls in mid-week, it is 
possible for the holders of Treasury bills to arrange that their 
^bills maturing that week mature in the first half of it, while the 
new bills they are taking up are dated and paid for in the second 
half. The Treasury is thus compelled to borrow from the Bank 
of England and the money market is supplied with funds to meet 
the'calls of the banks without itself having to borrow much firom 
the Bank of England. 

S. CENTRAL BANKS 

Most countries, nowadays, have a central bank.* The main 
task of the centr^ bank is to carry out the monetary policy of 
the country or, more accurately, to take firom time to time 
whatever measures seem appropriate to ensure that the course of 
events in the monetary sphere conforms as closely as possible to 
this policy. A central bank nearly always pays good dividends 
to its shareholders, for it usually has Ae profitable privilege 
of holding the deposits of the' Government. But its primary 
purpose is not to make profits. It follows whatever course is 
considerpd best for the country, even if its profits are thereby 
reduced. 

Nowadays Governments and central banks are Usually in 
agreement as to the general monetary policy which should be 
pursued, and work closely together to make it effective. The 
Government can help in various ways. For' example, the tone 
and substance of speeches by ministers may induce the business 
cormnunity to be mote enterprising, or more cautious; the vol- 
ume of Government loans raised or repaid or converted during 

^ The United States is divided into twelve districts. In each of these there is 
a Federal Reserve Bank, holding the centi^ reserve and acting as a central 
bank for its district. But the activities of these twelve are controlled and co- 
ordinated by a single body, the Federal Reserve Boanl, working in dose 
co-operation with the United States Treasury. 



MONEY MARKETS AND CENTRAL BANKS 381 

any period may affect rates of interest ; the sums spent on public 
works may influence activity and employment; the extent to 
which imports of commodities or international movements of 
capital are restricted will affect the general monetary situation. 
Naturally it is usually the Minister of Finance (called in Great 
Britain the Chancellor of the ^chequer) and two or three of the' 
chief permanent officials in his Department who play the greatest 
part, on behalf of the Government, in conferring with the 
governor or directors of the central bank as to what should be 
done from time to time. 

It may happen, however, that the Government and the central 
bank do not agree upon policy. There may well be a conflict 
at certain periods between the immediate interests of the 
Treasury, which is about to borrow money and therefore wishes 
to keep interest rates down, and the views of the central bank, 
which may believe that interest rates should be maintained or 
raised. Again, the Government may wish to borrow more firom 
the central bank than the latter thinks desirable. If the Govern- 
ment cannot be persuaded to change its attitude, its will' must 
ultimately prevail. If the governor of the central bank maintains 
his opposition, he will be constrained to resign and will be 
replaced by somebody more amenable. 

The rapidity and ease with which the Government can-over- 
ride the wishes of the central bank when there is a serious 
difference of opinion between them varies from one country to 
another. In New Zealand, for example, the central bank is 
practically the puppet of the Government. In some other 
countries it has been thought desirable to enable the central bank 
to enforce a period of delayor to compel the Government to pass 
special legislation before submitting to a policy which it considers 
unwise; For this reason, most central banks are not owned by 
their Governments. The Govenunent may hold some shares 
and usually has the right to nomiimte some directors, but as a 
rule the bulk of the shares are in private hands. 

A country may pursue any of several broad monetary policies. 
It may decide ' that the best way to promote prosperity is to 
maintain an intematianal standard, such as the gold standard. 
In that events the main reserve of gold (or silver, or foreign 
exchange, .according to the standard adopted) is held by the 
central bank and its actions are largely directed towards 
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maintaining an adequate reserve. The main alternative policies 
are to try to keep the genera] level of either commodity prices 
or money incomes fairly stable, or to take whatever monetary 
measures seem most suitable from time to time to promote, 
activity and employment and to avoid a general slump. Our 
present purpose is not to discuss the merits and defects of altern- 
ative policies but to show in what ways a central bank can try 
to make effecdve whatever policy has been decided upon. 

When a central bank is not deliberately pursuing an active 
policy, it responds to a fall in short-term interest rates by reduc- 
ing its bank rate — the minimum rate at which it will discoimt 
first-class bills — ^because it is useless to keep it high above market 
rates, and it responds to a drain of cash by raising its bank rate. 
The drain may be external. If the country is on the gold stand- 
ard, its exchange rates may tend to fall, leading to a tvithdrawal 
of gold from the central bank. Or the drain may be internal. In 
most countries except England the commercial banks borrow at 
times from the centi^ bank. If they borrow so much that its cash 
reservfe falls below what it considers a reasonably safe level, it 
raises its bank rate to induce the commercial banks to borrow less. 

But we are concerned with an active, deliberate policy. In 
pursuance of such a policy, a central bank exerts its influence 
maiiily by causing the amount of money in the country to increase 
or diminish. An increase in the amount of money is usually 
associated tvith lower rates, especially short-term rates, of 
interest. If the extra money gets into circulation through 
increased loans and overdraws granted by the commercial banks, 
this usually implies that the latter have reduced their rates to 
induce entrepreneurs and others to -borrow more from them. 
It is usually hoped that the extra money, whether it gets into 
circulation via bank loans or via Government spending or by 
some other route, will tend to raise money incomes and prices 
and to stimulate economic activity. A diminution in the amount 
of money, on the other hand, is usually accompanied by higher 
rates of interest and tends to reduce money incomes and prices 
and to check economic activity. 

It may be wondered why a central bank ever reduces the 
amount of money, since this tends to depress business and to 
cause unemployment. It may do so because a reduction of money 
incomes is necessary to safeguard the gold reserve and to keep 
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the country on the gold standard. It may do so because people 
fear an inflation and action of this kind is needed to restore 
confidence. Or it may do so during a boom because it thinks 
that unless the boom is checked now it will develop later into 
a serious slump. 

How can a central bank alter the total amount of money in 
the country? It usually has a monopoly of the issue of bank- 
notes. If its bank-notes were the chief means of payment it 
could simply issue more notes (putting them into circulation by 
buying securities or discounting bills) when it wanted to expand 
the volume of money and tvithdraw notes (by selling securities 
or reducing its holding of hills) when it wanted to contract the 
volume of money. But the" chief means of payment, in most 
modem coimtries, is the deposits of the commercial banks. 
How can the central bank alter the total of hank deposits? 

Commercial banks often keep a fairly constant proportion 
between their cash and their deposits. If their cash consisted 
entirely of notes issued by the central bank, a change in the 
total volume of these notes wotdd lead to a change in the total 
of bank deposits. For presumably the public would for some time 
want to hold about the same value of notes as before, so that 
extra notes issued by the central bank would nearly all find their 
way into the cash reserves of the commercial banks, while notes 
vriAdrawn from circuladon by the central bank would corre- 
spondingly deplete the cash reserves of the commercial banks. 
Thus, if the latter kept a proportion of cash to deposits of i to 
10, every increase of inillion in the note issue would lead to 
an expansion of £10 million in bank deposits and every decrease 
of million in the note issue to a contraction of £10 million 
in bank deposits. 

The actual position, in most countries, is slightly more compli- 
cated than this. Most central banks arc required by law to 
keep a minimum percentage of gold (or silver, or foreign 
exchange) against their notes. Hence they can expand their 
note issue only if they acquire more gold. But they can "neverthe- 
less cause large variations in the total of bank deposits even if 
their note issue does not change. For the commercial banks 
usually hold considerable balances with the central bank. In 
some countries the commercial banks are compelled by law to 
do this; in others they do so by custom. The practice is 
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convenient for them, since a balance due at the clearing from one 
commercial bank to another can be settled by a cheque on the 
central bank. The commercial banks treat their deposits with the 
central bank, which we shall call bankers’ deposits, as cash. The 
central bank can readily vary the total of bankers’ deposits. 
When it buys securities or bills, it pays for them with its own 
cheques, and the sellers deposit these cheques with their own 
banks. Conversely, when the central bank sells securities, the 
buyers pay by cheques on their own banks and this diminishes 
bankers’ deposits by that amount. Such purchases and sales of 
securities, by the central bank, resulting in an expansion or 
contraction of bank deposits (of ten times the expansion or con'^ 
traction in bankers’ deposits if the commercial banks maintain 
a ratio of i to 10 between their cash and their deposits) are usually 
described as “ open-market operations " because the central bank 
buys or sells in the open market. 

Most central banks publish their bank rate, which they may 
vary from time to time. This, it will be remembered, indicates 
the rate at which they will discount first-class bilk. A rise in the 
bank rate is ofren followed by' a rise in other short-term rates, 
including the rates charged by the commercial banks on loans 
and overdrafts. If so, it results in a fall in bank loans and there- 
fore in the volume of bank deposits. Similarly, a fall in the bank 
rate is ofren followed by a fall in other short-term rates and an 
expansion in the volume of bank deposits. But this need not 
happen. If the change in the bank rate does not reflect or 
anticipate a change in interest rates due to a change in the state 
"'of supply or demand in the loan market, it may not affect other 
rates at all. Of course, if the bank rate is reduced to such a level 
that it is cheaper to borrow from the central bank than from other 
lenders, the central bank may be flooded with requests for loans 
and will probably be compelled to raise its rate agtiin. But 
a reduction in the bank rate from, say, 6 per cent to 5 per cent at 
a time when other short-term rates were all well below 5 per cent 
might have no effect at all. A fortiori, a rise in the bank rate from 
6 per cent to something higher at suclt a time might have no 
effect whatever on the market. The fact is that changes upwards 
or downwards in the bank rate, so long as it remains above the 
market rate of discount on first-class biUs, will lead to changes in 
other rates only if lenders or borrowers in a monopolistic position 
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choose to alter their rates accordingly. There is, however, the 
fiirther point that such borrowers or lenders, and notably the 
commercial banhs, may raise their rates when the bank rate is 
raised because they fear that they themselves may have to 
borrow from the central bank in the near future. Often the 
central bank takes further measures to make its new rate 
“effective.” It engages in open-market operations, and it is 
thRe which are important, rather than the bank rate. A 
reducdon in the “cash” (inclu<Bng bankers’ deposits) of the 
commercial banks compels them to reduce their loans and raise 
their rates ; an increase in their cash induces them to do the 
opposite. 

In addition to open-market operations and changes in its 
bank rate, a central bank can exert its inSuence by making its 
wishes known to financial houses. It usually has great prestige, 
so that it is often heeded. But it will seldom succeed in inducing 
banks and other financial firms to forgo for long profits which 
they, could make quite legally by disregarding its desires. 

We shall now illustrate these general statements by an account 
of the control exercised by the Bank of England. 

6. THE BANK OF ENGLAND 

The Bank of England has virtually a monopoly of the note 
issue. The Treasury issued £1 and los. notes during the last war, 
but these were amalgamated tvith the uote issue of the Bank by 
the Act of 1928. Certain banks in Scotland .and in Northern 
Ireland have the right to issue notes, but since all their notes 
except £4-3 milli on must be backed, pound for pound, by Bank, „ 
'of England notes, this is of minor importance. The Mint provides" 
silver and copper coins : the face value of the coins in circulation 
is now rather more than. £50 milli on. Thus the great bulk of 
the “cash” of the Ignited Kingdom consists of Bank of 
England notes. 

The Bank can issue notes to the value of the gold coin and 
bullion which it holds, valued since 1939 at the current market 
value, plus a furfher amount known as “the fiduciary issue” 
backed only by securities.^ Between the Act of 1928 and the 
summer of 1931 the maximum laid down for the fiduciary issue 
was £260 million; it was then raised to £275 million; reduced 
again to £260 milli on legally and £250 imllion in practice; and 
^ Plus silver up to a maximum face value of £5*5 million. 
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raised in 1939 to ^300 million. The Bank al^vays issues notes 
to the maximum permitted value; those which do not go into 
circulation remain as a reserve in its Banking. Department. 
Thus on loth November, 1937, it held ,^336 million of gold and 
bullion and had therefore issued notes to the value of £526 million 
of which £485 million were in circulation and ^^^41 million held 
as a Reserve in its Banking Department. 

The Bank can temporarily increase its fidudary issue 
the permission of the Treasury. It was formerly thought that this 
power would be used only in case of something approaching a 
financial panic, when firms ivant to increase their holdings of 
cash. But a temporary expansion of £so million was authorized 
to meet the seasonal expansion of the note circulation at Christ- 
mas, 1937, and it seems likely that the use of t-bis expedient may 
become a part of the bank’s regular procedure at such times. 
Any central bank must control the note issue if it is to have full 
power over monetary policy. It could not command the situation 
if other banks were free to vary the amount of cash. But, the 
active measures of control taken by the Bank of England consist 
mainly of varying its bank rate and engaging hr open-market 
policy in such a way as to cause bankers’ depodts and therefore 
the total deposits of the commercial banks to vary, rather than 
of y^ry'ing its note issue. 

The commercial banks maintain a fairly constant ratio of 
“cash” (including their deposits svith the Bank) to deposits. 
But die Banking Department of the Bank holds the central 
reserve of cash and can and does vary its own proportion 
"of cash to deposits wthin ivide limits. It is prepared, for 
example, to make bankers’ deposits I'ary considerably whilst 
its own holding of cash remmns about the same. It thereby 
causes total deposits to expand or contract by nine or ten times 
the amount of the expansion or contraction in bankers’ deposits. 

The activities of the Bank are best illustrated by reference to 
one of its weekly returns. We give below the return for the week 
ended loth November, ig37,*shoiving the various items to the 

^ On Q3rd August, 1939, notes in circulation were ,^508 million and in the 
Banking Department ^38 million. Gold coin and bullion amounted to 
,^246 million (at 148s. 6d. per oz. fine). The fiduciar)’ issue was £300 million. 
“Other Government securides” held against it were £284 million and "other 
secuiides” £4 million. The remaining items were not substandall)' different 
from what they were on loth Novembw, 1937. 
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nearest xnillion and omitting the small item of £9360 of 
silver coin held in the Issue Department as part of the security 
for the fiduciary issue. 


Notes Issued : 

In Circulation . 

In Banking Department 


Issue Departuent 


£ 


Million 


- 485 

- 41 


£5*6 


Million 

Government Debt . . 1 x 

Other Govemmenl Securities 188 
Other Securities . . . x 

Amount of Fiduciary Issue . 200 

Gold Coin and Bullion . 326 

£^ 


Banking Dspartusnt 


We have already 
profits on the note issue go to the Exchequer. 

All the shares of the Bank are in private hands. This accounts 
for the £’15 million — actually 14,553,000 — ^kno>vn as proprietors* 
capital. The “Rest” is the name given to the reserve fund?’" 
accumulated out of undistributed profits. The Public Deposits 
are those of the British Govemmeht. They include the Exchequer 
Account, the Paymaster-General’s Account, from which supplies 
are issued to the spending* departments, and many accounts in 
connection with the National Debt, the collection of taxation, 
and Government funds of various types. The sums received and 
disbursed by the Government are so large that they would 
exercise a disturbing effect upon the money market uilless the 
Bank were able to offset such possible disturbances if it wished.^ 
The very important item of Bankers’ Deposits has already been 

^ But it has done little recently. It seems more interested in the stability 
of total deposits than of Bankers* Deposits. The banks seem to do the ofisetting 
by varying the amount of “window-dressing.** , 


36 

— 127 


Government Securities . . x04> 

Other Securities: 

Discounts and Advances 8 

Securities • . 21 

— 29 

Notes .... 41 

Gold and Silver Coin . . 2 


discussed the Issue Department. The net 


Proprietors* Capital 
Rest ... 
Public Deposits . 
Other Deposits: 
Bankers . 

Other Accounts 
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explained. It includes only the deposits of British banks whose 
main business is conducted in England. Other Accounts include 
balances maintained by foreign central banks, colonial banks, 
British banks operating mainly abroad, merchant banks and 
financial houses, and Indian and Colonial Governments. 

Against these liabilities the Bank holds assets consistmg of 
Government Securities, Other Securities, and Gash. Government 
Securities include only direct obligations of the British Govern- 
ment. Treasury bills acquired by the'Bank on its own initiative 
and not presented to it for discount and any temporary Ways and 
Means Advances made to the Exchequer fall under this head. 
Thus it is this item which increases when the Bank pursues an 
expansionist open-market policy and buys Treasury bUls or other 
Govcnunent securities, and which decreases when it follows the 
opposite policy. 

■ The item of Other Securities is divided into trvo. Discounts 
and Advances conrpnse Treasury and other bills brought to die 
Bank for discount and advances made by the Bank to the discount 
market and to private clients. It is this item which increases 
when the market is "in the Bank.” The other head, called 
“Securities,” includes such stocks as first-class Indian, Dominion, 
Colonial, and foreign securities and commerdal bills bought by 
the Bank on its own initiative. 

We have already explained the notes. The gold and silver 
coin consists almost entirely of silver coin. The ratio which 
these tw'O items bear to the total deposits of the Bank is usually 
known as the Proportion. In the above return, the Proportion 
is afi-g per cent. 

When Great Britain was on Jhe gold standard, the policy of 
the Bank was directed towards protecting its gold reserve. Since 
September, 1931, this has not been so. The Bank is no longer 
compelled to give gold in exchange for its notes, and it 
acquired a very large gold reserve during recent years. 

The “cheap money,” or expansionist, policy followed by the 
Bank during recent years is brought out clearly by a comparison 
of the return for the week ended nth November, 1931, 'vith 
the one shown above. At the former date, the Bank held only 
,^121 million of gold. Its total note issue was only ,£396 million, 
of which £357 million was in circulation. Its holding of Govern- 
ment securities was only £55 million .and bankers’ deposits were 
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only 60 million. Tbe bank rate was 6 per cent j it was reduced 
by stages to 2 per ccntj where it has since remained,t in the 
summer or 1932. The great increase in its gold enabled it to 
expand the note circulation ; its open-market purchases increased 
hankers’ deposits; and the result, combined ivith lower rates 
of interest, was a great expansion in the deposits of" the 
commercial banks. 

An increase in public deposits tends to reduce bankets’ 
deposits, for taxpayers and others draw cheques on their otvn 
banks in favour of the Government when they make payments 
to it. Such an increase, when foreseen, is often ofiset. For 
example, the Government issues fewer Treasury bills. An 
example of an increase which was not ofiset occurred during 
September and October, 1937. The following figures of the 
deposits of the Bank explain themselves. 

8th Sept., S7th Oct., 


Public Deposits . « 



1937. 

(£.MilHon) 

, *12*0 

1937- 

tCMilHon) 

32-2 

87-7 

Bankers* Deposits 



. 105-6 

Other Accounts 

. 

. 

• 36-3 

38-6 

Total , 

• 

• 

• »53-9 

•56-5 


The' market is usually “in the Bank”, around the turn of the 
year, when the commercial banks follow the absurd practice of 
“window-dressing,” calling in some of their short loans to show 
in their statements of accounts higher cash reserves than they 
normally hold — the normal ratio is about 9 or 9^ per cent of 
deposits. The Bank apparently will not lend an appreciable., 
sum to the discount market for less than a month or so, so that 
the effect of “window-dressing” on its item of Discounts and 
Advances takes som,e time to disappear. 'ITius on 23rd December, 
1936, this item was £6-4 nulBon. On 30th December it had 
risen to £i7‘5 million. It had not fallen back to normal before 
loth February, when it was again £6-5 million. 

We may perhaps conclude tvith a caution as to the limitations 
of monetary policy. It is reiatively easy for the Bank, by buying 
bills or securities on the open market and allowing its Proportion 
to /all, to reduce short-term rates of interest and to increase 

^ Until it was suddenly raised to 4 per cent, owing tothe grave risk of war 
in August, 1939. 
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bankers’ deposits and tlicrcby to increase by nine oi ten times 
as much the total volume of bank deposits. But, to quote the 
wisdom of tlic people, you can lead a horse to tlie water but 
you cannot make him drink. Industry and trade may not be 
willing to borrow much more from tlie banks even at lower rates. 
In any event, the banks have to meet tlicir operating costs, and 
they earn little or nothing on some of their assets, so that they 
arc reluctant to reduce their rates on advances below a minimum 
of about 4 per cent. Hence tlic extra money may be created 
mainly by the purchase of addidonal investments by the banks, 
and most of it may remain idle. This was more or less the 
position in Great Britain after 1931 until the housing boom (due 
partly to low rates of interest) sdmulatcd activity. In such 
circumstances, direct spending by tlic Government is often 
advocated in order to put die extra money into circulation. 

It is possible, however, to give the horse only a limited ration 
of water. By raising the bank rate and reducing the amount of 
money the Bank can deflate, or so it may seem, as much as it 
wishes. But here too there arc diflicultics. The ultimate object 
of deflation is to reduce money incomes and costs. If most of 
tlie workers are strongly organized and resist any substantial 
reduction of wages, a firm policy of deflation may indeed reduce 
money income, but not labour costs, by means of a great increase 
in' unemployment. In such circumstances, such a monetary 
policy — whether or not it would be best in the long run — would 
probably be abandoned or reversed owing to the great public 
outcry against it. 



CiHAPTER XXIV 
THE VALUE OF MONEY 
I. INTRODUCTION 

We are now- in a position to consider the causes of changes in 
the -value of money: that is to say, in the purchasing power of 
a unit of currency over “ things in general.” The value of money 
may be regarded as the reciprocal of the general level of prices : 
for example, if the general level of prices has doubled, this means 
that the value of money has halved. The measurement of changes 
in the value of money presents difficulties. A discussion of these 
is postponed until the final section of this chapter. For the 
present, we need only point out that “sectional price-levels” 
often vary relatively to one another. For example, the prices of 
most ordinary shares may rise considerably (as in 1928 and 1929 
in the United States) while the prices of commodities remain 
fairly stable, and wages may rise or fall relatively to the “cost 
of living.” 

A considerable change in the value of money usually has 
important consequences. We postpone a discussion of these until 
the last section but one. 

The forces affecting the value of money, as of anything else, 
can he grouped under the two categories of supply and demand. 
After a note on monetary theories in general, and another on 
the quantity theory, we turn to the forces affecting the supply of 
money and the demand for it. These sections are comparatively 
brief because for the most part they simply repeat and generalize 
what has been said before. The supply of money in a particular 
country depends on its monetary and banking system. The 
previous chapter described at some length the monetary and 
banking system of Great Britain and showed the forces affecting 
the supply of money in Great Britain during recent years. The 
situation when a country forms part of a gold-standard or 
similar international monetary system is discussed in Chapter 
XXVIII. The demand for money, as for anything else, depends' 
largely on the alternatives available. The main alternative to 
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holding money is investing it. We discussed this in the chapter 
on Interest. Of com'se, at any moment all the existing stock of 
money is being held by different firms and institutions and 
individuals. But a community as a whole can always make its 
stock of money as large or as small a proportion of its total assets 
as it wishes. For an increase in its demand for money shows 
itself in a fall in the value of other assets, and conversely. 


2. MONETARY THEORIES 

The student of monetary theory soon finds that there seem 
to be many different theories as to the forces which determine 
the value of money. But this conffict of opinion among economists 
is largely apparent rather than real. Most economists would 
probably agree upon the reasons for any particular change which 
had occurred in the value of money, but some would phrase their 
explanations in different terms from others. The differences 
between them are mainly di^rences in the mode of approach and 
in terminology rather than frmdamental differences of analysis. 

A leading illustration of this is the apparent divergence 
between those who speak of the velocity of circulation of money 
and those who speak of the demand for money. An increase in 
the velocity of circulation — that is, in the rapidity svith which 
units of currency pass from hand to hand — ^means that people 
are more willing than before to spend or invest money instead of 
holding it. But this means that their demand for money to hold 
has decreased. Hence those who use the former term are dis- 
cussing just the same phenomenon as those who use the latter. 

We have decided to use the term money to include bank' 
deposits as well as cash. Some tvTiteis prefer not to include bank 
deposits but to regard them as substitutes for money. Thus ^ve 
should regard an increase in bank deposits as an increase in the 
supply of money, but they would regard it as tending to decrease 
the demand for it in the same way as increased substitutes for 
anything tend to diminish the demand for it. But we should 
all agree that the consequence would be a tendency for the value 
of money to fall. 

Some writers take the value of money to mean its purchasing 
potver over commodities only, or over consumers’ goods and 
services only, defining if as the reciprocal of “the general level 
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of commodity prices” or of "the' cost of living” instead of 
including eveiy'thing against which money exchanges. We know 
that only a small part of total money payments are made against 
consumers’ goods. Thus the quantity of money and its velocity 
of circulation may both increase — as in the United States from 
1925 to 1929 — and the result may be a great rise in the prices 
of stock exchange securities and a considerable rise in the prices 
of factors of production without any rise in the prices of com- 
modities or in the cost of living. But writers who follow the above 
practice are usually well arvare of this, and bear in mind that they 
are discussing a sectional price-level. Some of them point out that 
it is important to distinguish between “the financial circulation” 
— the stream of money payments made against stocks and shares 
and similar paper titles — and “the industrial circulation.” 

Another source of ambiguity is the concept of “the quantity 
of money.” It is generally agreed that an increase in the quantity 
of money tends to raise prices and a decrease to lower them. 
But suppose that the central bank decided to print more notes 
and that these extra notes simply lay idle in its vaults, without 
causing anybody to change his actions. These extra notes would 
have no influence upon prices. We could say either that the 
effective quantity of money had not changed or that the increased 
supply of money had been exactly offset by an increased derqand 
for money on the part of the central bank. Probably the latter 
is the more appropriate. For the banks might increase their 
deposits by purchasing securities and the additional deposits 
might remain idle, or the central bank might increase the amount 
of notes “in circulation” tmd yet the extra notes might not in 
fact circulate: they might be hoarded. It is simpler to take the 
total amount of money in existence as one of our data and then 
to consider what proportion of it is “hoarded” than to deduct 
the estimated amotmt hoarded and to^speak of the remainder 
as the amount of “effective” money. But clearly the two 
methods should both lead to the same result. 


3. THE QUANTITY THEORY OF MONEY 
The best-knoivn theory of the value of money is the Quantity 
Theory, which declares that the value of money depends upon 
its quantity. In its most rigid form, this theory asserts that any 
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given percentage increase or decrease in the quantity of money 
will lead to the same percentage increase or decrease in the 
general level of prices. 

This cpnclusion springs from the belief that money is only 
a kind of counter or ticket serving as a medium of exchange and 
that therefore the actual amount of money, provided there is 
enough to enable it to do its work, does not matter. It assumes 
that if a community had twice as much money all prices' would 
be twice as high, that if it had only half as much money all prices 
would be half as high, and so on, so that the purchasing power 
of the torid amount of money would always be the same. In 
other words, it assumes that the elasticity of the demand for 
money, in terms of other things, is always equal to unity, and 
that the “ demand curve ” for money remains unchanged. 

This assumption seldom corresponds to reality. The demand 
for money frequently changes, and this may lead to considerable 
changes in prices even if the quantity pf money remains constant. 
Moreover, any considerable change in the quantity of money is 
likely to cause a change in the demand for it — ^that is, in the 
total purchasing power of the total amount of money. 

For example, during the German inflation after the last war, 
the quantity of money was increasing rapidly and prices were 
risipg. People expected this movement to continue and in conse- 
quence their demand for money diminished. They tended to 
avoid holding depreciating marks, or claims to marks, and tried 
to change their marks at once into goods or shares or foreign 
exchange. In the language of some writers, there was a great 
increase in the velocity of circtilation of marks. The result tvas 
that, owing to the general expectation that prices would continue, 
to rise, prices in fact rose much more rapidly than the quantity 
pf money was increased. Thus the volume of the note issue 
increased fiom 8i milliard paper marks in December, 1920, to 
116,000 milliard in August, 1923, but its value in gold marks 
fell from 4800 million to 1 16 million. 

Any general trade depression affords an illustration of a 
considerable fall in prices due to an increase in the demand for 
money rather than a diminution in its supply. The amount of 
cash and the volume of bank deposits were both increased 
substantially in Great Britain after 1931, yet for some years 
most prices rem^ed well below their pre-depression level. This 
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was because the public feared, for some time, that the depression 
would continue. People therefore re&ained from spending more 
or from substantially increasing their investments in industry. 
In other words, their demand for money was greater than it had 
been before the depression and therefore prices were lower 
despite the increase in the quantity of money. • 

Nobody to-day holds the quantity theory in its rigid form. 
But a number of writers set out some more flexible version, which 
takes account of changes in other influences as well as in the 
quantity of money. TTie version put forward by Professor Irving 
Fisher is so well known that we shall give a brief cridcal 
account of it. 

Over a period, a number of transactions take place in which 
money is exchanged against other things. To take a simple 
example, on a very small scale, these transactions may consist 
of the sale of 40,000 loaves of bread at 6d. a loaf, the sale of 
100 shares at ,^1 a share, and the sale of the services for one 
week of 100 men at £3 each. The total money payments during 
the period must equal the total value of the things exchanged 
against money — ^in this case, of £1000 for the loaves, £100 for 
the shares, and £3ho for the wages, making £1400 in all. 
Professor Fisher denotes the total quantity of things exchanged 
against money — ^the “volume of transactions” — by the symbol T 
and defines the symbol P in such a way that P multiplied by' 2" is 
the total value of till the transactions. P is thus the general level 

of prices at which these transactions arc effected; -p is the value 
of money. 

■ We have seen that the total value of these transactions, TP, 
must equal the total money payments made. But, over the 
period, some units of money may not be exchanged for anything 
else, while other units may change hands a number of times, 
being used for a number of transactions. The total quantity of 
money in existence may be termed M and the average number 
of times which a unit of money changes hands during the period, 
in paying for other things, may be called the velocity of circula- 
tion of money and may be denoted by V. Thus the tota^ value 
of money payments is M multiplied by V. This gives us the 
“equation of exchange,” namely 

MV = PT 
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This equation is perhaps useful in demonstrating that if the 
quantity of money is increased and V and T remain unchanged 
(or if K divided by T remains constant), the general level of 
prices must increase by exactly the same percentage. If, for 
example, double the stream of money meets the same stream 
of other things, against svhich it exchanges, the average prices 
of these other things must double. 

But in resJity, as we have already remarked, a change in M 
is almost certain to cause changes in V and T, and in some 
monetary and banking systems a change in P may lead to a 
change in M. The four elements in the equation are interrelated; 
it is not true that M alone ■will change, causing a corresponding 
change in P. 

Moreover, there seems no need to break away from the general 
theory of value, when we discuss the value of money, by intro- 
dudng the concept of “velocity of circulation.” Instead of 
speaking of an increase or decrease in the velocity of circulation 
of money, we can speak of a decrease or increase in the demand 
for money. 

We shall therefore consider first the forces determining the 
supply of money, which will be diSeretit according to the 
monetary and banking system of the country under consideration, 
and.then the forces determining the demand for money. 


4. THE SUPPLY OF MONEY 
The ■ways in which means of payment come into existence and 
go out of existence, and the extent to which the supply of them 
will change when condidons change, depend upon the monetary 
and banking system and the poUcy of those who control it. If 
a country is on the gold standard (or on any other intemadonal 
standard) it must keep its price-level in line svith the price-levels 
of other countries on the same standard. We shall consider this 
subject later. Let us think of an isolated country. 

Suppose the cotmtry uses a cor^odity, let us say gold, as 
money. Suppose the only money consists of gold coins. The 
total stock of gold in existence -will be large relatively to the 
annual output of gold from the mines, so that considerable 
changes in the total stock of monetary gold' ■will not be likely 
over f^ly short periods. There may be an industrial demand 



THE VALUE OF MONEY 


397 

for gold as well as a monetary demand. If so, some of the gold 
in existence, and part of the annual output, will not be available 
for monetary purposes. In fact, the monetary demand for gold 
is far more important than the industrial demand, and if the 
former were to disappear the value of gold would fall very heavily. 

The “price” of an ounce of gold is fixed if gold is used as 
money, and if the gold-mines are working under competition the 
marginal cost of producing gold will equal its price. An improve- 
ment in the technique of gold-mining or the discovery of new 
deposits, which could be worked profitably, would lower the 
marginal cost of production of gold and would cause the output 
of gold to increase to a level at which marginal cost again 
equalled the fixed price. Conversely, the exhaustion of the better 
deposit would raise marginal cost and diminish the output. 

This situation would remain essentially the same if a central 
bank bought and sold gold at a fixed price and issued paper 
notes backed too per cent by gold. Instead of a given number 
of gold coins being in circulation, the same number of paper 
notes would be in circulation at any time. 

' The situation would be fundamentally altered, however, if 
' the central bank could issue paper notes to a greater value than 
the gold in its vaults. New money could then come into circula- 
tion not only by new gold being mined and exchanged for notes 
but also by the central bank printing more notes (without 
receiving additional gold) and using them to purchase something 
or lending them to borrowers, who would spend them. Each 
note might be convertible into gold at the central bank and yet. 
the pubhc mi^t hold considerably more notes than were backed 
by gold without wishing to change them into gold. Under these 
conditions, the amount of notes in circulation would depend 
(within wide limits) upon the discretion of the central bank. If 
the bank thought it unvrise to increase the supply of money 
despite an increased output of gold, it could keep the volume of 
its notes constant by, for example, selling securities and thus 
taking notes out of circulation equal to the number which it had 
to put into circulation owing to its purchase of gold. Again, it 
could increase its note issue and put the extra notes into circula- 
tion even if the output of gold remained the same or diminished. 
Provided the public continued to accept the notes, without 
wanting to convert them into gold, there would be no upper 
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limit to the quantity of money unless a limit w'as set by a law 
forbidding the bank to issue more than a given number of notes 
not based on gold, or compelling it to maintain a minimum 
percentage reserve of gold against its notes. 

Now suppose that there Tare other banks which receive deposits 
upon which cheques can be drawn: this is of course the actual 
situadon in modem countries. Means of payment now include 
bank deposits. The banks hold a reserve of “cash,” consisting, 
say, of notes (of the central bank) plus deposits with the central 
bank, against their deposits. They can increase thei^ deposits 
by increasing their loans and they can diminish their deposits 
by lending less freely. When a new loan is created, deposits 
will increase by that amount and when an old loan is paid ofi 
deposits tvill diminish by that amount. There is no reason why 
the banks should keep a constant percentage of cash to deposits 
(although they tend to do so in Great Britain). AVhen trade 
prospects seem bright and there is a general opfrmistic oudook 
the banks may lend more freely, reducing their percent- 
age reserve of cash, and when prospects seem gloomy they 
may follow the opponte . policy. Even if they do keep a 
constant percentage reserve of cash, it is in the power of tlte 
central bank to increase or decrease tlieir holdings of cash 
and -thereby lead them to expand or contract their loans and 
deposits. 

Thus there may be times when the banking sj'Stem as a whole 
wants to increase the supply of money. It can always do this 
by purchasing securities. The selleis of these securities find their 
deposits increased. But if these additional deposits are left idle, 
only the prices of securifies svill be raised. In order to raise the 
prices of other things, the banks must induce borrowers to borrow 
more, spending the money upon expanding their businesses. If 
the expected rate of profits is above the rate cliarged by tlie 
banks to borrowers, diere will be no difficulty in fin di n g bor- 
rorvers. But if it is not, then the banks must lower their rates 
in order to induce entrepreneurs and others to borrow more. 
If entrepreneurs and others think that the trade outlook is 
gloomy, enough additional borrowers (able to offer adequate 
security) to bring about an appreciable rise in the price-level 
may not be forthcoming. It may be that the rate charged by the 
baiiks would have' to be negative in order to increase substantially 
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die volume of bank loans. At such times, the banking system 
niay do its best to increase the supply of money but its efforts 
may meet with no response; it may indeed increase the supply 
(by purchasing securities) but this may be offset by a corre- 
sponding increase in the demand for money by the public. Some 
writers urge that during such times of depression Governments 
should bring about an effective increase in the supply of money 
by spending more upon publicAvorks, tmemployment relief, and 
so on, or by reducing taxation, thus .deliberately creating a 
budget deficit. Even such a policy might not succeed in raising 
the price-level — if the public distrusted it, the public might offset 
the efforts of the Government by increasing its own demand for 
money. Other writers believe that a better remedy would be 
to reduce costs and thus make the expected rate of profit higher. 
Against this it is argued that some costs, and, in particular, wages, 
are very difficult to reduce. We express no opinion here upon 
this controversy. Our only object has been to show the forces 
which determine the supply of money. 

S. THE DEMAND FOB MONEY 

The concept of the demand for money has been mentioned 
before.t xf the total amount of money in a country is given, then 
at any moment all of it must be somewhere — ^in pockets, in tills, 
in the Vaults of banks, and so on. The total amount of money, no 
more and no less, must be demanded, in the sense that all of it 
must be held somewhere by somebody. But the value, or pur- 
chasing power, of this amount — ^the demand for money in terms 
of other things — may change. 

An increase in the demand for houses — ^the stock of houses 
being given — shows itself in an increase in the value of houses. 
An increase in the demand for money shows itself in an in- 
crease in the value of money — i.e. a general fall in prices, as 
during the depression. The demand for money increases during 
a depression: that is why the price-level falls, although the 
quantity of money may be increased. For the demand for 
money is a demand to hold money rather than other assets. 

■ Most people and firms (including banks) are constantly 
receiving money and paying out money. Apart fi'om hoarders, 
people hold very different amounts of money at different times. 
^ ^apter XVIIl, section 7; and Chapter XXI, section 5. 
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Wage-earners paid on Fridays have more money on Friday 
nights than on Thursday nights. Nevertheless every person or 
firm holds on the average, taking one day with another, a certain 
sum of money. What determines the amount of money which, 
on the average, he wishes to hold ? 

If he did not hold money, he could either spend it or invest 
it. It is easy to understand why people prefer holding money 
to holding large stocks of goods which may deteriorate in quality. 
The question is why they do not invest this money and get 
interest on it until the time comes when they want to spend it. 
One reason is that it is costly and troublesome to invest small 
sums for short periods. Another reason is that people are not 
sure of how much cash they will need in the near future, and like 
to keep a certain amount of cash or bank deposits as a liquid 
reserve against possible unforeseen contingencies. Finally, they 
fear that the prices of securities may fall. Thus people and 
firms tend to keep a certain proportion of their assets in the 
form' of money. An increase in the practice of ofisetting by 
book-entry debts due from A to B by debts due fi'om B to A 
(a process which is carried to the limit when firms engaged 
in different stages of producing the same finished com- 
modity amalgamate) would reduce the demand for money; 
if more wage-earners were paid by cheque they would keep 
some of their money in the form of bank deposits and not 
of cash, and this would enable the banks to expand tlicir total 
deposits without reducing their percentage reserve of cash, and 
so on. • 

Now suppose that people think that the rate of profits is rising. 
They will want to keep a smaller proportion of their assets in 
the form of money, since investment is more profitable than it 
was before and the need for liquidity is no greater. Investment 
will increase. Purchases by entrepreneurs and others who get 
command of the new capital will increase and this will tend to 
raise prices. Although the total amount of money may remain 
the same, its value will fall. Thus the desire of the public to hold 
a smaller proportion of their assets in tlie form of money will 
be fulfilled. Each may hold as much money as before but its 
value will be less. In the same way if people think that the prices 
of commodities are going to rise tliey will try to hold more 
commodities and less money, and tlie increased purchases of 
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commodities, tvill send up their prices and reduce the value of 
a given amount of money. 

In other words, when people think that investment is more 
profitable and that prices are going to rise their “liquidity- 
preference” diminishes: they ^vant to hold a smaller proportion 
of the total value of thdr assets in the form of money. When 
they think the opposite, their liquidity-preference increases. The 
proportion of deposit accounts to current accounts tends to grow. 
Their liquidity-preference, together svilh such things as the 
amount of integration among businesses, the extent to which book 
credit is used and the extent to which cheques are used — things 
which do not change much over short periods— determines the 
demand for money. This together with the supply determines 
the value of money. But it should always be remembered that 
sectional price-levels may show divergent movements, especially 
in periods of rapid change.* 

6.' THE EFFECTS OF CHANGES IN THE VALUE 
OF MONEY 

Although we cannot measure changes in the value of money 
tvith absolute accuracy, such changes are often sufficiently 
marked to leave no room for doubt or dispute. We know that they 
have.occurred and we know roughly how large they have been 

At times they have been very large indeed. During and after 
the last war a considerable rise took place in the price-level of 
most European countries. The rise in Germany reached an astro- 
nomical height. In the summer of 1923 most prices, in terms of 
German paper marks, were many million times higher than they 
had been a few years earlier. Again, the Great Depression of 

^ In Chapter XVIII we foimd that according to one school of thought the 
demand for and supply of money determine the rate of interest. We now say 
that the)' detcnnlne the price level. .Those who believe in the former view 
may ne%'ertheless hold the latter view also, explaining the apparent inconsistency 
on the following lines. The rate of interest, they might argue, is the linfe 
between the quantity' ofmoney and the price level. There is no direct relation 
between the quantit>' of money and prices; -ivhat affects prices is not the 
quantity of money (^1/^, but total spending And total spending %vill 

normally increase omy if there is an increase in the production of ne^v capital 
goods, either because entrepreneurs believe that the profitability of capital 
has increased or because the rate of xnt^est has fallen. An increase in the . 
quantity of money, for example, 'will, in co-tain drcumstanccs, lower the rate of 
interest and thus increase investment and raise the general level of prices. The 
demand for and supply of money thus determine both the rate of interest 
and the general lcv<d of prices. 

14— {B.293J 
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recent years led to a very considerable fall in the general levd 
of prices. The extent of this fall differed between countries. 
Some countries left the gold standard in order to lessen the fell 
in prices in terms of their own money. Moreover, the fell in 
interest rates was reflected in a rise in the prices of fixed-interest 
securities issued by “safe” borrowers. Nevertheless it is beyond 
dispute that between, say, 1928 and 1932, the general level of 
prices fell, in terms of gold, by something bettveen one-third tmd 
one-half. Changes of anj^hing approaching this order of magni- 
tude have very important consequences. 

Suppose that the value of money is falling or, in other words, 
that die general level of prices is rising. Some prices will rise 
faster than others. As a rule, the prices of commodities will rise 
faster than wage-rates — the prices of labour services. This will 
increase the value of die marginal products of all tj’pes of labour. 
If previously a number of ivorkers were unemployed, many of 
them win be reabsorbed into employment, and overtime may 
be worked. Profits udll increase. The prices of ordinary shares 
and of capital goods will tend to rise. Those who borrow at fixed 
interest will gain if diey use the money to Jiuy goods which diey 
resell on a rising market, or to produce goods which have risen 
in price irith the aid of factors of producdon whose prices have 
risen less. Those who lend at fixed interest uill lose, since the 
purchasing power of their money will be less when it is repaid 
than it was when diey lent it. The increased rate of profits, 
while leading to a rise in the price of ordinary shares, udll depress 
the prices of securities ■j’ielding fixed rates of interest. The 
“burden of fixed charges” upon entrepreneurs will be lessened, 
since' although the money amount of the charges iiill remain 
the same the receipts of die entrepreneurs will increase. People 
holding money or dtums to fixed sums of money nil} clearly lose 
by a fall in die value of money; under this head come all 
receivers of fixed incomes. 

There nill also be efiects on the structure of production, as 
we saw ivhen discussing die trade cyde. If the rise in prices is 
due to increased supplies of money which are spent by entre- 
preneurs, the demand for producers’ goods ivill expand relativdy 
to the demand for consumers’ goods, and the structure of pro- 
duction nill become more capitalistic. 

The social and political consequences of a considerable fall in 
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the value of money may be very important. For example, the 
marked rise in the price-level during the sixteenth and seven- 
teenth centuries played a considerable part in bringing about the 
transference of power in England from the King to Parliament. 
The income of the monarchy was more or less fixed, but its 
expenses rose tvith the rise in prices, so that taxation had to be 
increased, and Parliament could insist upon concessions in 
return for increased grants to the monarchy. Again, many 
observers contend that the post-tvar German inflation practically 
wiped out the “middle classes” and thereby paved the way for 
the rise of National Socialism. 

When the value of money is rising, the effects are exactly the 
opposite of those we have just described. In particular, if wage- 
rates are at aU “sticky” (as' they usually are) the values of tihe 
marginal products of labour will diminish and unemployment 
will increase. At the bottom of the Great Depression, the total 
number of unemployed workers in the leading industrial 
countries exceeded million. 

7. THE MEASUREMENT OF CHANGES IN THE 
VALUE OF MONEY 

t 

If tea costs as. a lb., the value of i in terms of pounds of tea 
is to. If the price of tea rises to as. 6d., the value of ,^1 in terms 
of pounds of tea falls to 8. The change can be expressed *by 
saying either that the price of tea has risen by 35 per cent or that 
the value of money, in terms of tea, has fallen hy 20 per cent. 
Since money serves as a general measure of value we always 
tend to think of the change in the value of the commodity in 
erms of money, which -ive call its price, rather than of the change 
in the value of money in terms of the commodity. 

We can measure the change in the value of money, as between 
ttvo dates, in terms of a group of commodities, such as fbodstuifs. 
Suppose that tve know the retail- price of every kind of foodstuff 
at each of the two dates. There are several different ways in 
which we can compress all these facts into a single figure showing 
the percentage change in what may be termed the "price-level 
of foodstufis” between the two d^tes; and the different tvays 
may give different results. We can illustrate this briefly by 
taking. a “group” of ttvo commodities, bread and tea. Suppose 
that the price of bread has fallen from fijd. to fid, pet 41b. loaf 
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and that the price often has risen from as. to as. 6d. per lb. One 
way of measuring the change in the price-level of the group is 
to add together all the percentage changes and divide by the 
number of commodities. In this case, this gives a result of minus 
4 plus as divided by a — that is, a rise of 10-5 per cent. But this 
method gives the same importance or “weight” to every com- 
modity. Suppose that at the fijrmer date 30 loaves were con- 
sumed for every pound of tea consumed. We could measure the 
change in the value of a collection con^ting of 30 loaves plus 
I lb. of tea. Such a collection cost 17s. 7M. at the former date 
and 17s. 6d. at the latter date, so that this method (of “weight- 
ing”) gives us a fell of 0-7 per cent. We may know, however, 
that at the latter date only so loaves were consumed for every 
pound of tea consumed, and the cokt of this collection has risen 
from iss. sd. to iss. 6d. Thus our result may vary according to 
the “weights” which we employ. 

We may further illustrate this point by considering the tempor- 
ary but spectacular rise in the price of metals which took place 
early in 1937. The following table gives prices per ton at each 
of three dates — 



litbMar., 

loth Feb., 

lothMar., 


1936 

»937 

»937 


£ 

£ 

£ 

Steel (Bars) 

Copper (Electrolytic) . 

xo 

40 

10*5 

6x 

12 

77 

Lead (Pig) , 

rg 

29 

37-5 

Spelter (G.O.B.) . 

le 

23 

36 

. Tin (Ingots) 

215 

237 

301 


On loth February, 1537, the percentage increase in the price 
of steel, as compared tviA iith March, 1936, was 5, of copper 5a, 
of lead 53, of spelter 44, of tin to. If we add these together and 
divide by five, we find that the average rise was 33 per cent. 
On loth March, 1937, the percentage increase in tlie price of 
steel, as compared with iith March, 1936, tvas so, of copper ga, 
of lead 97, of spelter 135, and of tin 40, Iftve add these together 
and divide by five, we find tliat the average rise was 75 per cent. 
These results could be expressed in the form of a series of index 
numtei's, as fbllot\’s — 
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Index of Metae Prices 
xxth March, 1936 ..... xoo 
■ loth February, 1937 .... X33 

lOth March, 1937 X75 

But the relative importance of these five metals is not the 
same. The world output of tin in 1935 tyas only 145,000 metiic 
tons. That of steel was over too million metric tons — about 760 
tiines as great j and that of each of the-othei; three was roughly 
10 times as great. We can apply these “weights ” by calculating 
the cost of a collection consisting of 700 tons of steel, 10 tons of 
copper, 10 tons of lead, 10 tons of spelter, and i ton of tin, on 
each of these three dates. On nth March, 1936, it cost £7965; 
on loth February, 1937, it cost £8717, having risen by 9 per 
cent; and on loth March, 1937, it cmst £10,206, having risen 
by 28 per cent. Thus an index constructed in this way would 
show a considerably smaller rise than the one given above, and 
would read as foUotvs — 

Index of Metai. Fxuces 
11th March, 1936 , . ■ . . 100 

loth February, 1937 . . . - tog 

loth March, 1937 ..... 128 

But an index weighted differtgttly — according, say, to produc- 
tion in a different year or to consumption in a particular couxitry 
— would yield a different resxilt. 

Clearly it is possible to measure, by whatever’ method seems 
most appropriate, the changes .over time in all kinds of "sectional 
price-levels.” Thus we can meastne the change over time in the 
cost of a group of raw materials, or mineral products, or manu- 
factured goods, or exqxort commodities, or commodities sold at 
v/holesale, or commodities sold at retail. We can combine groups 
together. For example. The Ecommist index of British wholesale 
prices shows tixat on 21st September, 1931, when Great Britain 
left the gold standard, the price-level of cereals and meat was 
64-5 per cent, that of other food 62-2 per cent, that of textiles 
43’7 per cent, that of minerals 6y4 per cent, and that of miscel- 
laneous goods 65'8 per cent, of 4 eir I92'7 level. The price-level 
of all -these groups combined was 60-4 per cent of what it was in 
1927. Nor are we confined to commodities. We can group 
together any things which money can buy. Thus we can measure 
the changes over time in the ^‘price-level” of stocks and shares. 
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or of house-rents, and we can combine the changes in different 
kinds of wage-rates in order to measure the change in “the 
general level of wage-rates.” It is usual, in order to facilitate 
comparisons, to show the results in the form of “index numbers.” 
The cost of the group at some date, known as the “base” date, 
is denoted by the index number too, and the cost at other dates 
is expressed as a percentage of the cost at the base date. Thus the 
cost of the collection of foodstufis used by the British Ministry 
of Labour to measure changes in the retail price-level offoodstuffi 
was aag’Sd. on July, 1914, the base dare, and 354'6d. on ist 
January, 1929, so that the index number for the former date is 

354‘6 159 

100 and for the latter 159, since s = — - The same method 

283-8 too 

can be used to measure differences in the value of money between 
different places. 

The value of money in terms of one group of things may, and 
often does, move in a different way from its value in terms of 
another group of things. For example, the “cost of living” 
(retail foodstuffi, house-rents, clothing, and so on) may rise or 
fall relatively to tlie general level of wages, the price-level of 
stocks and shares may rise or fall relatiwly to wholesale com- 
modity prices, the price-level of exports may rise or fall relatively 
to Jthat of imports. Such divergences often indicate important 
economic changes, and it is essential for anybody who wishes 
to apply economic analysis to the study of current problems to 
know them and to appYeciate their significance. Indeed, these 
sectional price-levels, and the divergences in their respective 
trends, are far more significant than some all-embracing index 
purporting to measure changes in the t-alue of money in terms 
of all things against which money exchanges. In my judgment, 
such an index, although logically the only one which could 
measure changes in the value of money, as against “things in 
general,” would relate to such a hotch-potch that it would he of 
little use. 

One difficulty of compiling an adequate and accurate index - 
even cif a sectional price-level may be the practical one that 
statistics of prices are costly to collect. The tai is usually under- 
taken by Giovemments, but no Government attempts to collect 
data relating to all the many thousands of different things which 
are sold for money every day. It is easy to obtain the prices 
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of goods dealt in on organized markets, but it is more difiicult 
to get satisfactory figures for goods sold retail. Thus an index 
which attempts to measure changes in. “the cost of living” may 
be defective either because the prices of goods which are not 
included vary dilferentiy from those of goods which are, or 
because the prices collected are not the prices at which most of 
the goods are in fact sold. But this difficulty is a relatively minor 
one, and does not seriously impair- the reliability of most 
existing indexes. 

The real difficulty about index numbers is often called “the 
index-number problem,” and there is no possible way of sur- 
motmting it. It is the difficulty of deciding what things should 
be included and how they should be weighted. We shall set out 
this difficulty under three headings, but all three relate to what 
is essentially the same problem. 

In the first place, diSerent persons buy different things and 
hold different assets. . Hence a given change in prices will affect 
one person differently fiom another. Thus a cost-of-living index 
number based on the consumption of "typical” working-class 
families at a particular date may have little relevance to middle- 
class families or to working-class families whose consumption is 
appreciably different firom that of the “typical” family. More- 
over, as time goes on, the same person may change his habits, 
owing to changes in his wealth or tastes. The cost-of-living index 
number prepared by the British Ministry of Labour is based on 
the consumption of a typical working-class family in 1904. By 
1938 it was admittedly out of date. The consumption of a typical 
working-class family was considerably different £rom what it had 
been in 1904. A new index, based on present consumption, is 
to be compiled. But there is no way of making a really satisfactory 
comparison between the cost of living in 1904 and the cost of 
living in 1938, for consumption habits have considerably changed 
over this period. 

In the second place some things may be sold at one time 
or place and not at another, and must therefore be excluded 
&om the data. Thus many new things, such as motor cars and 
radios- and artificial silk and electrical apparatus and visits to 
cinemas, have entered the circle of exchange during the last few 
decades. Even if a commodity has the same name, it may. be 
quite different in style and quality. Artificial silk stockings are 
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not the same thing as woollen stockings; 1938 motor cars are 
not the same thing as 1928 motor cars; and so on. The clothing 
and houses of the Tropics are not the same as those of more 
temperate regions. This means that comparisons between times 
or places in wliich the collections of things sold for money are 
markedly different have little significance. This same difficulty 
arises over short periods also, ^ce some things .are widdy sold 
only at certain seasons. It is for this reason that the British 
Ministry of Labour is^onstrained to exdude finiit and vegetables, 
other than potatoes, from its cost-of-living index number. 

In the third place, both relative prices and the rdative quanti- 
ties of different things coming forward for sale may differ as 
between the times or places which are being compared. If the 
price of every individual thing were, say, 10 per cent higher at 
one time or place we could say that the general level of prices 
was 10 per cent higher, since any collection of things would cost 
10 per cent more. Again, if the relative quantities of different 
things were exactly the same, we could base our index upon 
quantities of diflferent things combined in these fixed proportions. 
But usually relative prices move in a different tvay from relative 
quantities sold. As time goes on, various changes take place. 
Tastes, in the narrower sense, may change! for example, English 
people now -drink considerably less beer and spirits than 
some years ago, and women spend more time and money 
in beauty-parlours. The age-composition of the population 
may change: the dedining proportion of children in Great 
Britmn has caused the sdes of such things as perambulators and 
baby foods to' diminish. The real income of the population, or 
its distribution among persons, may change; an increase in real 
income, such as has taken place in most countries during recent 
years, -will induce people to buy what used to be considered 
luxuries (for example, motor cars, radios, refrigerators, vacuum 
deaners, and fruit and butter) rather than bread and the coarser 
kinds of fbodstufis, of dothing, and so on. Technical progress 
may reduce the prices of certain goods, and in consequence 
people may buy more of them. In times of depression, the 
demand for “gilt-edged ” securities tends to rise and the demand 
for ordinary shdres to .fall; in times of boom the opposite 
takes place. 

The same difficulty emeiges if comparisons are made behveen 
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places. For example, tlie Siitish inquiry into the Cost of Living 
in German Towns, made before the last ^var, concluded that the 
goods and services habitually consumed by German workmen 
cost about a tenth more in England than in Germany, whereas 
the goods and services habitually consumed by British workmen 
cost about a fifth more in Germany than in England. 

This difficulty, means, as we saw in our examples of bread 
and tea, and of metals, that one set of “weights” may yield quite 
a different result fi'om another. Various compromises are pos- 
sible. For example, we could average the results obtained fi:om 
different sets of “weights” or wc could draw up a table of 
"equivalents,” postulating, for example, that 50 litres of pin 
ordinaire (the main drink of the French \srorkman) arc equivalent 
to I lb. of tea (the main drink of the British workman) or that 
I lb. of butter (the consumption of which has greatly increased 
in Great Britain during recent years) is equivalent to 9 lb. of 
margarine. But clearly no such compromises are really satis- 
fectory and tve must resign ourselves to the fact that any 
measure of differences in the value of money between times or 
places ■will be more or less arbitrary and inaccurate. 
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CHAPTER XXV 


THE THEORY OF INTERNATIONAL 
TRADE 

I. INTRODUCTION 

We must now take account of the fact that the world is divided 
into a large number of countries between which trade and invest- 
ment and migradon may take place. 

Clearly this fact docs not in any way upset the conclusions 
which we have already reached. For e.xample, tlie Law of 
Diminishing Returns, or the fact that output can be increased, 
up to a point, by greater specialization, by the use of more 
capitalistic methods, and by improvements in technique, is 
obviously valid however few or however many countries there 
may be in the world. Similarly, the fact tliat price tends to 
equate supply and demand, that an entrepreneur tends to equate 
marginal cost and marginal revenue, that the price of a lactor- 
unit, under competition, tends to equal the value of tire marginal 
product of that factor — these arc general propositions which 
apply wherever there is capitalism; they are equally valid in 
France or in Japan or in the county of Somerset. A\'hy,'then, 
need we take account, for the purpose of economic analysis, of 
national boundaries? 

Perhaps the main reason is that labour and capital move less 
freely between countries than svithin a country. Workers are 
often reluctant to move to a diflbrent country, especially if the 
language and ways of living are different, despite tire attraction 
of higher svages. Owners of capital often think that it is more 
risky for them to invest abroad than at home. Furtlier, national 
Governments often place obstacles in the way of movements 
of labour and capital across their boundaries. Thus, nowadays 
many Governments restrict both tire immigration of labour and 
tire c.'rport of capital. We harn: already seen that it is not always 
easy for factors to move from one district to anotlier witliin a 
country, but in fact movement between countries may be so 
much more difEcuIt that a special tlieory of international trade 
is empirically justified. 
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Moreover^ a national Government may take various measures 
in pursuit of a national economic policy. Thus it may impose 
duties or quotas on imports or it may control the purchase and 
sale of foreign exchange. The present book makes some study 
of the economic effects of such measures. It also considers the 
main problems arising &om separate national currency and 
banking systems. 


2 . THE LOCATION OF INDUSTRY 

Trade between countries is clearly just a special case of trade 
between regions. Qfieensland, Ibr example, supplies New South 
Wales with bananas. She did so before 1901, when Queensland 
and New South Wales were separate countries and the trade was 
therefore called international. The federation of the Australian 
states in igoi made not the slightest difference to the relative 
advantages of Queensland in the production of bananas. Lor- 
raine supplied iron ore to the Ruhr before 1914, when both 
districts formed part of Germany. The restoration of Lorraine 
to France made this trade international but it did nothing to 
change the comparative advantages of Lorraine in the produc- 
tion of iron ore. From the standpoint of economic geography, 
national boundaries are arbitrary. But in practice a national 
Government may restrict the movement of goods from another 
country into its own whilst it does not restrict the movement 
of goods from one district to another tvithin its o^vn territory. We 
need, then, to begin with, a theory of the location of industry. 
Why do different districts specialize in the productloh of par- 
ticular goods and services? What are the underlying conditions 
which make it more profitable for an entrepreneur to set up an 
establishment (to produce particular goods) in one place rather 
than in another? 

The main reason why different districts specialize in different 
products is that factors of production are distributed in unequal 
proportions over the surface of the earth. 

This is obvious in the case of those factors usually grouped 
under the heading of land or natural resources. Some districts, 
for example, have a climate particularly suitable for certain 
products. Other districts possess minerals which are not found 
elsewhere, or which are not so accessible elsewhere. It is easy 
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to understand why Italy exports citrus fruits, why Canada 
exports furs, and why Great Britain exports coal. 

Different kinds of labour also are unevenly distributed, rela- 
tively to other factors. For example, trained chemists are rela- 
tively abundant in Germany and therefore Germany exports 
chemical products. Again, contrast Japan and Australia. Japan 
has a population of nearly 70 million and an area of only 147,000 
square miles, of which over half is forest and le^ than a fifth 
can be cultivated. Australia has a population of less than 
7 million and an area of 3 million square miles, the greater 
part of which (although arid) is suitable for sparse pastoral 
cultivation. In Japan, agriculture is very intensive — the number 
per square mile is large — and the main products are rice and 
silk. Her main manufactured products are textiles, produced 
largely with the aid of automatic machines and relatively 
unskiUed female labour. In Australia, agriculture is extensive 
and her chief product is wool, w'hich requires a high proportion 
of land relatively to labour. 

In terms of costs, our principle implies that a factor which is 
relatively abundant in a given dbtrict will be relatively cheap 
there. Hence goods requiring a relatively large proportion of 
&at factor can be produced more cheaply in that district than 
elsewhere. 

We need not inquire why factors are distributed territorially 
as they are ; this is a question falling mainly within the provinces 
of economic geography and economic history. To give just one 
example, the five towns in Staffordshire specialize in pottery, 
but thdr.clay comes from Cornwall. And the reason is that in 
the eighteenth century there was suitable clay in Staffordshire ; 
the industry expanded greatly; Staffordshire clay-beds became 
quite inadequate to supply its needs, but the skilled workers 
were now in Staffordshire and so the industry continued there, 
importing its clay fi'om Cornwall and elsewhere. 

The question of why workers of a given type do not move to 
districts where they are relatively scarce and Aerefore might earn 
more has already been discussed. Climate, obviously, cannot move. 

This, then, explains why certain goods are produced more 
cheaply in some .districts than in others. It explains why an . 
entrepreneur may find it cheaper to set up a factory in one place 
than in another. 
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The main reason, to repeat, for the location of industry is 
the fact that iactois are distributed in unequal proportions over 
the sur&ce of tlie earth. Australia can produce wool cheaply 
because wool requires a high proportion of land to labour, and 
in Australia land is reladvels' abundant and therefore relatively 
cheap, while labour is relatively scarce and therefore relatively 
dear. We may note lurther that this explains differences in the 
method of production of the same commodity' in different dis- 
tricts. In England, for example, land is scarcer relatively to 
labour than in new countries so that cultivation is more inten- 
sive. The jield of wheat per acre is much greater in England 
than in overseas^countiies; the yield per man is less. Again, 
England has a relative abundance of skilled cotton operatives; 
she therefore spins, on the whole, finer yams, and uses more 
Egj’ptian cotton and'mule spindles than, say, India or Japan. 

There are, howev’er, some fimther observations which should 
be made about the location of industry. 

In the first place, given the distribution, purchasing power, 
and purchasing habits of the population, costs of marketing must 
be considered. District A may produce a commodit}' more 
cheaply than district B but may be unable to compete in the 
B market witli producers in B owing to the cost of transporting 
the commodity Srom A to B. The cost of transport does not 
vary directly with distance. Sea transport is especially cheap, 
and this tends to locate export industries near ports. 

In the second place, some materials lose weight in the process 
of manufacture and hence transport costs can be avoided by 
manufacturing near the source of the material. The leading 
example, of cours^ is coal, which loses all its weight when it is 
used as fuel. To use the coal on the ^ot savcs'the cost of trans- 
porting it because its weight adds nothing to the weight of the 
products which it is used in making. IVhen there are several 
materials, located at different points, works vviU tend to be 
located where the total costs of transport of the materials are 
lowest. Thus blast fimnaces will tend to be near the. iron ore, 
as in Lorrmne and the English Midlands, rather than near the 
coal, if the iron content of the ore is low. For if the iron content 
is, say, one-third, 3 tons of iron ore plus about ij tons of coal 
ate needed to produce i ton of pig-iron. Assuming the markets 
to be equally lar fi-om both the coal and the ore, locating tlie 
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blast furnaces near the ore rather than near the coal saves 
I J X ton-miles of transport (x being the distance in miles between 
the coal and the ore) for every ton of pig-iron produced. 

In the third place, there may be economic advantages in 
integration. 

In the fourth place, there may be a gain from using indivisible 
specialized equipment, which requires a large output to make it 
worth while'. A country like South. Afiica or New Zealand does 
not provide a large enough market to make worth while the 
conveyer-system used in the mass production of motor cars or 
the specialized equipment used in producing certain heavy steel 
parts. Hence such goods tend to be made near the big mar- 
kets, in Western Europe or the United States, and exported all 
over the world. 

In the fiflh place, there is the gain fi;om concentrating an 
industry in an area. A leading example of this is the Lancashire 
cotton industry. There is a constant supply of skilled labour 
available; subsidiary industries are close at hand so that 
machinery can readily be replaced or repaired; the banks 
understand cotton and the financing of its importation and 
manufacture; the transport system is constructed to serve a 
localized industry, and so on. These gains are important although 
the indivisible units of equipment are relatively small. 


3. THE GAIN FROM INTERNATIONAL TRADE 
If the whole world were one country, there would be no 
difficulty in realizing how consumers gain by different goods 
being produced in different places. We have seen that, under 
competition, goods are produced where their costs of production 
plus marketing are lowest. Consumers benefit by this, since any 
other arrangement would raise costs and therefore pHcs. 

But in fact the world is cut up into countries with' different .. 
Governments and different currencies. This does not in any way 
alter our reasonii^ but it does make advisable a different state- 
ment of the problem. We have to show how a country may gain 
by importing goods which it cotild produce for itself. 

Let us amplify a little by supposing that there are only two 
countries, A and B, and that factors of production cannot move 
from one country to another : only goods can move. 



ECONOMICS 


4 i8 

(i) A can produce, say, tea but not linen. B can produce 
linen but not tea. Here trade gives botli countri!:s the possi- 
bility of consuming a good othcrtvisc unobtainable. A mer- 
chant can leave A tvith a cargo of tea, exchange it for linen 
in B, and sell tlic linen in A for enough to replace tlie money 
he spent on tlic tea and on the voyage and give him a profit 
for himself. The producers of tea in A arc not injured : they 
produce as much tea ns before, only some is now consumed 
abroad. Similarly witli the producers of linen in B. The 
consumers in A gain bcc.ausc they prefer to buy some linen and 
less tea, and tlie consumers in B gain because they prefer to 
buy some tea and less linen. 

(fl) Now suppose tliat botli countries can produce botlt tea 
and linen but that A can produce ten more cheaply than B 
and B can produce linen more cheaply than A, owing to 
differences ih climate and soil. For example — 

A' factors produce too tea in A 
50 linen in A 

A’ factors produce 50 lea in B 
too linen in B 

Suppose trade takes place, A .spcci.ilizing in tea and B in 
linen. 2 X facton in A produce 200 tea. 2 A' factors in B 
produce 200 linen. The total output of these 4 A" factors is 
now 200 tea -t 200 linen whereas before it w.as 150 tea -f 150 
linen. Tlic inannrr in which tlic gain is divided between the 
two countries A and B will depend on the terms of trade — 
on the rate at which tea is exchanged for linen. Suppose, to 
give a simple illustration, that this rate is i unit of tea against 
I unit of linen. (Actually, any rate between i tea to 2 linen 
and I tea to i linen would be profitable to both, although 
naturally the greater the amount of linen obtained for a unit 
of tea the greater is the relative g.ain of A.) Then A might 
exchange, for example, 80 tea against 80 linen, so that A would 
notv ii.avc i20 tea and 80 linen svhile B would now have 80 
tea and 120 linen. 

(3) Now suppose that A can produce both tea and linen 
more cheaply tlian B but tliat its comparative advantage is 
greater in tea. A given number of workers in A, with the aid 
of climate and other factors, can produce eilh/r 200 units tea 
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-or aoo units linen or 100 tea + too linen, and so on — ah extra 
unitoftea “costing” a unit oflinen. Infact A — ^self-supporting 
— ^produces 150 tea plus 50 linen. 

In country B the same quantity of factors can produce either 
80 tea or 160 linen of 40 tea -|- 80 linen, and so on, an extra 
unit of tea "costing^” 2 units of linen. In feet B — self- 
supporting — ^produces 40 tea 4- 80 linen. 

Now suppose that trade takes place, A speciahzing on 
tea and B on linen. For example, A gives 45 tea for 60 linen. 
Therefore A has 155 tea -J- 60 linen and B has 45 tea -1- 100' 
linen. Clearly both countries have gained by specializing 
and exchanging. 

4. THE PRINCIPLE OF COMPARATIVE COSTS 
In our first two examples, coqntry A enjoyed an absolute 
advantage over country B in the production of tea. In omr first 
example, this advantage was immeasurably great, since country 
B was supposed incapable of producing any tea at all. In our 
second e.xample, country B was capable of producing tea, but 
fewer factors of production were required to produce a unit of 
tea in A than in B. In both examples, country B enjoyed an 
absolute advantage 6ver country A in the production of linen. 
In our third example, country A enjoyed an absolute advantage 
over country B in the production of both tea and linen. But this 
advantage was greater in the production' of tea than in the 
production of linen. To put the matter from the standpoint of 
country B, country B bad an absolute disadvantage in the pro- 
duction of both commodities, but her disadvantage (relatively to 
country A) was less in linen than in tea. Both countries gained, 
therefore, by entering into trade with one another, A specializing 
in the production of tea and B in the production of linen. 

All these three examples fell under one general principle: 
the principle of comparative costs. This principle states that 
a country tvill gain by specializing in the production of those 
commodities in which its comparative cost advantage is greater 
(or in which its comparative cost disadvantage is less), exporting 
these commodities in exchange for commodities in which its 
comparative cost advantage is less (or its comparative cost 
disadvantage is greater). 

In fact, the absolute money cost of producing a commodity 
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in a country which exports it is always lower than in a country 
which imports it. Why, then, do we bother about this prin- 
ciple of comparative costs ? Why do we not simply say that goods 
will be produced where the money costs of production (and 
marketing) are lowest? 

The reason is that this statement, although true, is merely 
superficial. Money costs of production are made up of prices 

Y 



paid to various factors. ITicsc prices are different from what 
they would be if there were no international trade. The existing 
factor-prices, and tlierefore the existing money costs, in a country 
are partly the result of international trade. The principle of 
comparative costs gives us a fundamental explanation of why trade 
takes place. 

The "costs” to wluch this principle refers are not money 
costs. As we have stated tlie argument, the term costs seems to 
relate to the quantity of factors required to produce a unit of 
tea or linen. But in fact we have been using the term in the 
sense of “opportunity-costs.” 
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It will be remembered that any community must somehow 
dedde what goods to produce with its available factors of produc- 
tion. If it decides to produce more of some goods, it must divert 
more factors of production towards those industries, and must 
therefore produce less than before of other lands of goods. In 
order to produce more tea, it must produce less linen, and 
conversely. 

Let us revert to our third example. In country A, the oppor- 
tunity-cost of producing one unit of tea is one unit of linen. If, 
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country A is producing both tea and linen, and wishes to produce 
one more unit of tea, then it must produce one unit less of linen, 
and conversely. In Fig. 35, the line AB shows all the various 
combinations of tea and linen which country A can produce 
with its available factors. It can produce either 200 units of 
tea (per unit of time) and no linen, or 200 units of linen and no 
tea, or it can divide its 200 units as it pleases between tea and 
linen. 

In country B, the opportunity-cost of ptodudng i unit of tea 
is 2 units of linen ; to put the same thing in other words, the 
opportunity-cost of producing a uni t of linen is half a unit of 
tea. Country B can produce any combination of tea and linen 
lying on the line AB in Fig. 36. 

Clearly the opportunity-cost ratios (shown by the slope of 
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AB in the two diagrams) are diiierent in the two countries and 
it is this fact^ and this fact alone, which makes it profitable for 
them both to specialize and to trade with one another. However 
many or however few factors may be required to produce’a unit 
of linen in A, those same factors could produce, ^ternatively, a 
unit of tea. And (ignoring costs of transport) country B wiBbe 
willing to give anything below 2 units of linen in exchange for 
1 unit of tea, because country B needs as many factors to produce 
1 unit of tea for herself as to produce 2 units of linen. Hence 
trade at any ratio between 1 unit of tea for i unit of linen and 
I unit of tea for 2 units of linen will be profitable to both coun- 
tries. At a ratio of, say, i unit of tea against units of linen, a 
given quantity of factors in A can obtain 50 per cent more linen 
by producing tea to be exported in exchange for linen than by 
themselves producing the linen. And, in the same way, a given 
quantity of factors in country B can obtain 33J per cent more 
tea by producing linen and exchanging it for tea than they 
could obtain by producing tea for themselves. For every 3 units 
of linen they produce, they could have produced ij units of tea; 
but they obtain in exchange 2 units of tea. 

It may be wondered why many countries produce for them- 
selves commodities which they also import. If the comparative- 
cost situation makes it advantageous for them to import a cer- 
tain quantity of a given commodity, why docs it not pay them 
to obtain all that they require of that commodity fix>m abroad, 
instead of producing some of it for themselves ? 

The main answer is that the assiunption, which we made in 
order to simpfify the exposition, that the opportunity-cost ratio 
in a country is constant, may not be correct. For example, some 
soils and climates in A may be less suitable for tea-grorving 
(relatively to flax-growing) Aan others. Hence, after a point, 
fiuther expansion of tea-growing may involve increasing costs in 
terms of'linen-production forgone. In terms of the diagrams, 
AB may be a humped curve, as in Fig. 37, and not a straight line. 

In tljat event, the production of tea \vill be expanded only up 
to the point at which further factors can obtain more Bnen 
by producing it directly than by producing tea (under less 
advantageous conditions at the margin) and exchanging it for 
linen. 

Thus country A, under in temational' trade, may produce OT < 
1 > 
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tea and OL linen. Let us ignore costs of transport. The slope 
of the curve at P will represent the exchange-ratio between tea 
and linen. By giving up the production of i unit of tea she can 
produce, say, i§ additional units of linen. (This is shoivn by 
die dotted lines.) Hence 1 unit of tea must exchange for at 
least units of linen (otherwise A would produce more linen 
than OL) but not for more than (otherwise A would produce 
more than OT tea). The correqaonding diagram for couhtry 
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B would show that the slope of the corresponding point P was 
the same as for A — in equilibrium, opportunity-cost ratios equal 
exchange-ratios between tea and linen and are the same in both 
countries. 

A minor point is that relative costs of transport make it advan- 
tageous for one part of the country to import the commodity 
which another part exports. Thus Hamburg imports coal from 
Great Britain, whilst the Ruhr produces coal not only for home 
consumption but also for export. The cost of transporting coal 
by sea from England to Hamburg is considerably less than the 
cost of transporting it from the Ruhr to Hamburg. Again, the 
commodity imported may differ from the commodity produced 
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at home, although both bear the same name in popular speech. 
Thus France imports a far greater quantity of wine than she 
exports, but the wines which she exports are of a finer quality, 
on the whole, than those she imports. Again, a country may 
decide that it is “desirable” to produce certain goods at home, 
although it could obtain them more cheaply from abroad. 
Thus Great Britain subsidizes the home production of beet-sugar, 
although she can and does import sugar much more cheaply, 
than she can produce it. 

Another possibility^' to revert to our illustrations', is that one 
of the two countries, although specializing completely in one 
commodity, yet exports too little of it to satisfy the requirements 
of the other count^. For example, country B might possess far 
fewer workers arid other factors than country A. Country B 
might specialize entirely on linen, yet country A, whilst import- 
ing as much linen as country B can spare, might itself produce 
linen to supplement its imports. 

The above analysis applies to the real world although, there 
are many commodities, and not merely two, which enter into 
international trade, and although there are many countries. In 
our example, tea represents all the different goods which are 
exported from country A and linen represents all the different 
gopds which are imported into country A. In addition to export 
goods and import goods, country A will in fact produce various 
goods, 'such as bread, and services, such as inland transport 
services, which are domestic in that they are neither exported 
nor imported. It is possible to arrange all these different goods 
in order, placing first that good in producing which the com- 
parative advantage of A is greatest, placing second whichever, 
of the remaining goods A enjoys the greatest comparative advan- 
tage in producing, and so on, ending with the good which A has 
the least comparative advantage — or tlie greatest comparative 
disadvantage — in producing. If costs of transport are taken into 
account, the various export goods will come, first on the list, 
next tlie domestic goods, and finally, the import goods. Exactly 
where the dividing lines wiU come, and exactly how much of each 
good A will export or import, will depend on the world demand 
for the various goods as well as on their comparative cost of 
production. Similarly, when there are more than two coun- 
tries, we cannot say exactly rvbich goods A will export and 



THEORY OF INTERNATIONAL TRADE 425 

which goods she will import without knoiving the comparative- 
cost situation in all the countries and the total demand' for 
the difierent goods. We can be sure, however, that A wiU 
have a greater comparative advantage in any good which 
she exports than in any good which she imports, and ^vill 
therefore obtain a la^er real income by specializing and 
engaging in international trade than she could obtain if she 
were selLsufiicient. And this, of course, applies to every country 
and not only to A. 

Thus, Great Britain, for example, obtains a much greater 
quantity of foodstuifs such as wheat and of raw materials such 
as wool and timber by using some of her factors of production 
to produce, for example, coal and machinery and textile goods 
for .-export than she could obtain if she used these factors to 
produce aU the wheat and wool and timber which she required. 
Her exports are exchanged for such foodstuiis and raw materials, 
produced in countries which have a comparative advantage, 
relatively to Great Britain, in producing them. 

5. THE TERMS OF TRADE 

A country which engages in international trade produces 
goods and services, some of which are consumed at home,, the 
rest being exported. Let us call the former H and the latter E. 
In return for her exports she obtains imports, which we shall 
caU /. She prefers the assortment of goods If -f 7 to any assort- 
ment which she could produce herself. This follows from our 
arithmetical example, which shows that she could obtain more 
of every single good by engaging in international trade. The same 
conclusion follows fiom the feet that a firm which engages in 
exporting and importing can obtain greater profits by selling 
the export goods abroad and buying imports, to sell at home, 
with the proceeds, than it could obtain by selling the former 
goods to home consumers. Home consumers prefer the imports 
to the exports, and therefore pay more for them. If the “ exports ” 
were sold-at home, their prices would be still lower at home, and 
if the imports did not come in, the prices of home-produced 
substitutes for feem would be still higher. 

But- the extent to which A gains by international trade may 
vary with what are called the terms of trade — that is, svith the 
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rate at wliich her exports exchange against imports. Let us 
revert to our third example. For country A, the opportumtj-- 
cost of producing i unit of linen is 1 imit of tea. She wtII there- 
fore be prepared to exchange some tea for some linen at any 
rate which g^ves her more than 1 unit of linen for everj’ unit 
of tea exported. For cotmtry B, the opportunitj’-cost of producing 
1 unit of tea is a units of linen. She tvill therefore be prepared 
to exchange some linen for some tea at any rate which gives her 
I unit of tea for less than a tmits of linen. This means that the 
terms of trade between the two countries will lie somewhere 
between the opportunity-cost ratio in each. One unit of tea, 
diat is, tvill exchange for more than i unit but less than a units 
of linen. Exactly where the ratio will lie between these two limits 
tvill depend upon the relative demand for tea as against linen in 
both countries. 

As time goes on, a change in the terms of trade may take place. 
The last column of the follotving table shotvs how the terms of 
trade of Great Britain have changed since 1924. For e.xample, 
the price-level of British imports in 1933 was only 55 per cent 
as high as in 1924. The price-level of British exports u-as also 
lower than in 1924, but o^y 33 per cent lower. Hence a given 
quantity of British exports in 1933 exchanged for about 23 per 
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cent more imports than in 1924. The reader should be warned, 
however, that a table such as this can practically never give an 
exact measure of the changes in the terms of trade, owing to “the 
index-number difficulty”: the composition of both imports and 
exports changes over a period.t^ 

If a change in the terms of trade is due to a change in demand, 
the country whose exports are now demanded more strongly 
will gain. Take Australia as an illustration. Australia exports 
mainly wool and yrheat. If the demand for wool and wheat 
increases, as it has dunng recent years, and the prices of the 
goods which Australia imports rise less, or do not rise at all, 
then clearly Australia can obtain more imports than before in 
exchange for a given quantity of wool or wheat. The marked 
fall in the price-level of British imports after 1929 reflects the 
heavy fall in the prices of most foodstufls and raw mateiials in 
the first years of the great depression. This, more than anything 
else, enabled the great bulk of the population of Great Britain 
to maintain a higher standard of living during the depression 
than they had ever enjoyed before, although at the same time 
it increased the number of unemployed attached to her export 
industries. But of course these years were, conversely, .very hard 
for the overseas countries which specialized in foodstufls and 
raw materials. . 

The consequences of a change in the cost position, associated 
with a change in the terms of trade, arc less clear-cut. Thus, if 
the coal deposits of Great Britain become more difficult to work, 
because the more accessible coal has already been removed, the 
people of Great Britain will probably be worsc^ofF than they 
would be if their coal resources were easier to work, yet Great 
Britain may well get a higher price for her coal, on the world 
market, than before. Conversely, if technical progress in, say, 
the manufacture of motor cars enables more cars than before to 
be produced from a given amount of factors, the net effect will 
probably be to increase the real income of the country specializing 
in cars and exporting them, although she will get a lower price 
than before for her cars. 

r The table has been calculated from statistics published Iw the Board of 
Trade, but the latter, vdth commendable cautron, has twice changed its base 
year: fiist to 1930 and dien to X935. We have taken ip24 ns the base yem 
throughout. This enables us to in^e comparisons, but increases the margin 
of error. 
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Finally, tlie significance of a change in the terms of trade v.ill 
clearly be greater for a country which exports a relatively large 
proportion of her output than for one which exports a relatively 
small proportion. Empirically, a small country is likely to 
export a larger proportion of her output than a large country, 
because she is less likely to possess a wide range of climates, soils, 
minerals, and other factors. 


6. INTERNATIONAL TRADE AND PRICES 

IVc must now inquire how tlic prices both of goods and ser- 
vices and of factors arc affected by international trade. Goods 
which enter into international trade have a world market. This 
means that the price of such sl good in a country which imports 
it equals its price in tlic exporting country plus transport costs 
and importers’ profits, and tariff charges, if it is subject to duty. 
Suppose, for c.'cample, that the rate of c.xchange betsveen United 
States dollars and British pounds is 5 dollars to the pound. Tlicn 
a good costing, say, £i in Great Britain, which is c.xportcd to 
America, will cost 5 dollars plus transport and other charges, in 
the United States; and conversely a good exported from the 
United States which costs 5 dollars there will cost £i plus 
transport charges, etc., in Great Britain. 

But what about factor-prices? 

Let us consider pardcularly labour. We have seen that labour 
is more abundant relatively to land in Japan than in Australia. 
Tlicrcfore wages (for workers of equal cfTicicnc}-) svlll be lower 
relatively to rents (for land of equal quality) in Japan tlian in 
Austr<ilia. In the absence of international trade, these relative 
differences would be greater. By hj'pothesis, labour cannot 
move from Japan to Australia. But goods embodv'ing a high 
proportion of labour to land can and do move from J.ipan to 
Australia (and elsewhere). This makes tlie abundance of labour 
in Japan less tlian it would be if Japan were self-supporting, for 
the foreign demand for Japanese c.xports incraues the demand 
for Japanese labour relatively to the demand for Japanese land. 
Conversely, the export of wool and wheat and meat from Aus- 
tralia tends to make land in Australia less cheap, relatively to 
labour, than it would othenvisc be. Hence restriedons imposed 
by other countries on Japanese exports tend, in addidon to 
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reducing the general gain from international specialization, to 
reduce wages in Japan. True humanit^ans, distressed at the 
low standard of living in Japan, would be doing a great disser- 
vice to Japanese workers by urging other countries to refuse then- 
products on the ground Aat Japanese labour was “sweated.” 
They would best help the Japanese workers by urging that 
Japanese goods should be admitted freely and that immigration 
of Japanese workers into countries where labour is relatively 
scarce should be permitted. The flow of Japanese goods into 
Australia and other countries where labour is relatively scarce 
svill tend to'-raise the price of land there relatively to the price 
of labour. But it is almost certain that, under international 
trade, real wages in Australia and similar countries will be 
higher. For, as we have seen, international division of labour 
increases the total real income of every country which takes part 
in iti and the increase — as compared tvith the state of isolation — 
is usuaUy very considerable. It is mos't unlikely that labour svill 
not get a good part of this increase, although it cannot be denied 
that particular groups of workers, whose skill consists mainly in 
producing goo^ which are displaced by substitutes imported 
from Japan, may suffer. But some groups of workers or of 
property-osvners must suffer from any c^nge in economic 
conditions, even if the change is of great benefit to the community 
as a whole. 

Let us now consider the absolute height of factor-prices, using 
our third example for illustration, and considering wages. Coim- 
try A is more efficient in everything than country B. But the 
prices of all international goods are the same, allowing for costs 
of transport, etc., in both A and B. The difference in efficiency 
shoivs itself in the higher level of factor-prices in country A. 
To simplify the illustration, let us take account only of labour. 
Suppose that both countries use the same currency, and that, 
after the international trade has been established, the daily wage 
in B is los. A worker in A, tve assumed, can produce or 
25 per cent more, linen, or ^5^, or 150 per cent more, tea than 
a worker in B. His daily wage, therefore, will lie somewhere 
between las. 6d. and 25s. Its exact level will depend on the 
terms of trade. Suppose, as before, that A exports 45 units of 
tea and receives in exchange 60 units of linen. Suppose that it 
takes one day’s labour in B to produce "a unit of linen. .Then 
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the price of a unit of linen is los. and since 6o units of linen (;^3o) 
buy 45 units of tea the price of a unit of tea is or 13s. 4d. Our 

example assumed that the quantity of labour required to produce 
160 units of linen in B can produce 200 units of tea in A. There- 
fore, with constant opportunity-costs, if i day’s labour in B 
produces i unit of linen and earns los., i day’s labour in A will 
produce or ij, units of tea and will earn ij times 13s. 4d., 
or 1 6s. 8d. The difference in wages between the two countries 
Is the result of the fact that other factors, such as favourable 
climate, are more abundant in A than in B and that therefore 
a given worker can produce more in A than in B. If A and B 
were different districts in the same country, we should expect 
that workers, attracted by the higher wages, would move from 
the less-favoured into the more-fevoured district. But by hypo- 
thesis A and B are separate countries and factors of production 
cannot move between them. 

These differences in money wages between the two countries 
are the result of international trade, and not the cause of it. If 
each country was self-supporting, it could pay whatever money 
wages it liked. But a day’s wage in B would not buy more than 
r unit of linen or ^ unit of tea— because in B it takes a- day’s 
labour to produce cither i unit of linen or i unit of tea. In A, 
by the same reasoning, the wage paid for a day’s labour would 
purchase either ij units of linen or ij units of tea. By inter- 
national trade, real wages in both countries have been raised. 
A day’s labour in B receives los., which will purchase either i 
unit of linen or J unit of tea. A day’s labour in A receives 
i6s. 8d., which will purchase either if units of linen or imits 
of tea. It would clearly be stupid for workers in A to protest 
against the import of linen from B on the ground that it was 
produced with cheap labour. Of course, the money cost of 
producdon of linen is less in B than in A. In B the cost is only 
los.'; in A it would be 16s. 8d. for ij units, that is, 13s. 4d. for 
I unit. But the workers in A wotUd lose if imports were pro- 
hibited, for — ^as we have already shown — the real income of A 
is increased b^ internadond trade.^ 

‘ It is conceivable that workers might benefit from a tarifi' if the goods 
excluded competed with goods involving a high proportion of labour and 
consumed ma^y by landlords and capitalists. But this is. of little practical 
significance. 
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7. MOVEMENTS OF FACTORS BETWEEN COUNTRIES 

Our discussion of comparative costs assumed that factors of 
production do not move from one country to another. In fact, 
some workers do emigrate and some capital is invested abroad. 
We must therefore consider the main consequences of such 
movements. 

If there were no money costs, and no other hindrances of any 
kind to check the migradon of labour, workers would move 
from low-wage districts into high-wage districts until the - net 
advantages in any giveh occupation, for workers of equal efiBci- 
ency, were the same all over the world. We say the “ net advan- 
tages” because if there were differences between countries in 
the cost of living, or in the length of the working week or in other 
working conditions, there would be differences in money wages 
to compensate for these other differences. Of course, some 
workers would still earn more than others. But this would be 
because, owing to their natural aptitudes, training, capital, 
influence, or luck, they were in better-paid occupations, or 
because Aey were more efficient than the others at the same 
job. It would not be because they lived in a different country. 

In the same way, if capital could move perfectly freely, there 
would be no difference between countries in the rate of interest 
on loans made for any given period, afrer allowing for the tisk 
of default. The free movement of capital would make wages 
somewhat less unequal betiveen countries. For capital would 
tend to flow towards countries where efficiency-wages were low. 
This would raise the marginal productivity of labour in those 
countries, whereas the marginal productivity of labour in the 
countries froin which the capital came would be less than if it 
had been invested at home. 

But if the present obstacles to territorial mobility of labour 
were not removed, substantial differences in wage-levels between 
countries would continue to emst. For workers would continue 
to be &r more numerous, relatively to land and other natural 
resources, in some countries than in others. 

It is quite fantastic to suppose that natural resources such as 
land, climate, and mineral resources, could be freely transferred 
from one country to another. If they could, and if capital 
also were completely mobile, international trade would ahnost 
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disappear. It would continue only in so far as some countries had 
so small a population, and were so distant from other markets, 
that it paid them to import goods produced elsewhere on a 
large scale with the aid of expensive indivisible plant or equip- 
ment. The movement of goods is, in a sense, a substitute for the 
movement of factors. If factors could move freely, there would 
be no need for goods to move, and each country could be self- 
supporting without thereby reducing its real income. But, of 
course, natural resources cannot move. Hence even if labour 
and capital were perfectly mobile a good deal of international 
trade would still be advantageous. Tropical countries could 
export tropical products, countries with rich deposits of par- 
ticular minerals could export those minerals, and so on. 

In actual fact, the movement of workers between countries 
has seldom exceeded i per looo of the world’s population in 
any given year. It is impeded by the money costs of migrating, 
the reluctance of workers to go to a strange country, their 
ignorance of conditions abroad, and the restrictions on immigra- 
tion which a number of Governments have imposed, especially 
during recent years. Over a fairly short period, it is much nearer 
the truth to suppose that labour does not move at all between 
countries than to suppose that it is perfectly mobile. 

Emigration has had very little effect on the dense populations 
of Eastern countries, although the movement of Chinese into - 
Manchuria after the last war at times reached nearly a million 
a year. Their populations remain much larger, relatively to 
their resources, than those of Western countries, and this is 
perhaps the main reason why their standards of living are so low. 

Some movements between “old” countries have been large 
enough to be significant. Before the last war, tlicre was a seasonal 
movement every year of nearly a million Poles and others into 
Germany during the beet and potato harvests and there has 
long been a considerable seasonal movement of Italians and 
Spaniards into France to help pick the grapes. After the last war, 
there was a striking influx, mainly from Poland, Italy, Belgium; 
and Spain, into France. The .number of foreigners in France 
rose from million in 1920 to some 3 million in 1930. Inci- 
dentally, France sent many of these back to their otvn countries 
timing the depression. 

The big trend, however, for more than a hundred years has 
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been firom Europe to “nw” overseas countries. Most of these 
migrants — ^no less than 34 million between i8ai and igao — 
were absorbed by the United States, although at times the rate of 
entry into other new countries has been very high : for example, 
between 1903 and rgi4 some a} million entered Canada, lur- 
ing the nineteenth century, the great majority came from the 
United Kingdom, Germany, and other countries in North-west 
Europe, but during the decade or two before the last war in- 
creasing numbers were coming frorn Southern and Eastern 
Europe, the numbers from Italy alone reaching nearly 400,000 
a year. Nevertheless we may hazard the view that the only 
country whose numbers were very considerably aiiected by 
emigradon ^vas Ireland, whose population fell from over 8 million 
in 1814 to 44 million in igoo. Even at its peak, just before the 
war of 1914, the total emigration from Europe was little more 
than a million a year. Since the war, owing largely to the restric- 
tions on entry into the United States and other countries, the 
movement has been much smaller, and during the depression 
there was a small net movement away from some “new” coun- 
tries, such as Canada and Australia. 

As a rule — the great wave of emigration from Ireland between 
1843 and 1855, due largely to the potato famine, being a notable 
exception — ^migration has tended to increase when conditions 
in the receiving countries were prosperous rather than w^en 
conditions at home were bad, and most immigrants have entered 
relatively unskilled occupations while the workers already in . the 
country of immigration have moved up in the occupational 
scale. \ 

At present, some countries, such as Australia and tlie Argen- 
tine, are obviously under-populated relatively to others. But 
whether such a country would gain, from its own national 
standpoint, by an increase in its numbers b quite a diiferent 
question. Immigration would tend to raise land values but to 
lower the wages of workers with whom the immigrants directly 
competed. 

If the combined real income of a country of emigration and 
the country of inunigration remained the same, migration would 
tend to equalize wages and to diminbh intemation^ trade. But 
this condition has not been fulfilled during the economic expan- 
sion of overseas countries. Tire migration of labour has usually 

IS— (B.293) 
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been accompanied by a migration of capital; the development 
of the new countries has increased international trade ; and the 
improved distribution of labour and capital relatively to natural 
resources has increased real incomes, including, wages, in the 
countries of emigration as well as in the overseas countries. 
Moreover, the development of the latter has on the whole 
increased and cheapened the supply of foodstuffs and raw 
materials required by the former, whilst expanding the market 
for their manufactures; that is to say, it has tended to turn the 
terms of trade in favour of the old countries. 

The movement of capital between countries has been of con- 
siderable importance in the past. “New” countries overseas 
have been developed partly with the aid of loans firom Western 
Europe and, in recent times, the United States, and these loans 
have stimulated exports from Great Britain and other lending 
countries. During the period 1935 to 1929 a number of borrow- 
ing countries, including Germany, enjoyed boom conditions 
based largely on their expenditure of money borrowed from the 
United States and other lending countries. Nevertheless the 
existence of separate national States provides a considerable 
barrier to capital movements and such movements betw'een 
countries, taking the world as a whole, have been less than is 
ofr<;n supposed. They have been hampered by the reluctance ' 
of capitalists to invest in a country which they do not know and 
to run the risks of default or confiscation. The total value of 
British foreign investment in tggp was about the same as in 1913, 
namely, around ;(i'4000 million. This was more tlran the foreign 
investments of all otlier countries put together, yet it was only 
about a fifth of the total value of tire capital invested in Great 
Britain. During recent years several European countries have 
forbidden the e.xport of capital, and a considerable amount of 
“refugee” capital has been moving from one centre to another 
seeking security rather than a higher rate of interest For 
example, a good deal of French capital was transferred to Lon- 
don because its owners feared that the franc would fall in value. 
The big increase in the note issue of the Bank of England during 
1932-7 was .permitted partly in order to ofiset die hoarding of 
tliese notes by Frenchmen and others. 



CHAPTER XXVI 

BALANCES OF PAYMENTS 

I. THE MEANING OF A BALANCE OF PAYMENTS 
When the value of a country’s imports exceeds the value of its 
exports over some arbitrary period, usually one year, the “ balance 
of trade” of that country is said to have been adverse or unfavour- 
able or passive. The extent to which it has been adverse is 
measured by the “excess of imports.” The amount of this excess, 
however, will depend partly on what is included in imports 
and exports, in this connecdon, and on the method of valuation. 
Comitries which produce and export gold and silver usually 
include them in their recorded exports (and imports) but other 
coimtries often show movements of gold, and sometimes of silver, 
separately, so that their “imports” and "exports” relate only 
to merchandise or to merchandise plus silver. Again, some 
countries — notably the United States, Canada, and South Afiica 
— ^value their imports f.o,b.". that is, at their value when they 
leave the countries ftom which they ace sent. Most other 
-'.countries value their imports cLf.; that is, at their value pn 
arrival. Clearly the former method shows a greater excess of 
exports, or a smaller excess of imports, than the latter. 

When a country has an excess of exports its balance of trade 
is said to be fevom-able or active to that extent. The terms 
■ “favourable” and "unfavourable” (or “adverse”) are a survival 
fi-om the days when it was thought desirable for a country to 
accumulate gold. A favourable balance was taken as an indica- 
tion that gold would be imported and an unfavourable balance, 
it was thought^ would probably have to be met by an export 
of gold. In fact, a growing adverse balance of trade is sometimes 
a sign of prosperity. For example, when an old country like 
Great Britain is increaring her imports more than her exports, 
this may mean that she is buying more materials fi-om abroad 
owing to greater activity at home and that in the near future 
the countries which supply her tvith raw materials and other 
goods will increase their demands for her exports. 

In any event, the balance of trade does not tell the whole 
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story. For many years Great Britain has had a large excess of 
imports. This is largely because some of her inhabitants are 
entitled to receive considerable sums as interest or dividends 
on their overseas investments, and because British firms render 
shipping, insurance, banldng and other services to foreigners. 
These payments arc made, in eficct, in the form of goods; hence 
the excess of imports. Clearly we can get a complete picture 
only by taking account of all transactions, and not only of those 
included in the recorded estimates of imports and exports. 

The balance of payments of a country, if complete and 
accurate, would include all payments made during the period 
by foreigners to residents — all such payments arc called “credits” 
— and all payments (knovm as “debits”) made during the period 
by residents to foreigners. The term “residents” includes all 
persons. Governments, firms, institutions, and other bodies, what- 
ever their nationality, within the country. Similarlya“forcigner” 
is anybody, whatever his nationality, outside the country. 

It may be wondered why a country is usually chosen as the 
relevant area for which to construct a balance of payments. 
Why not take a group of countries, such as Scandinavia, or a 
district, such as Cornwall? The main reason is that a country 
usually has its own monetary and banking system. Hence when 
a foreigner wishes to make a payment to somebody in a given . 
country he cannot simply send his own money or cheque, for as 
a rule lus money will not be acceptable in that country. He must 
therefore obtain money of that country, or get his bank to do 
so for him, pving liis otvn money in exchange. The opposite 
of course applies to payments made by residents to foreigners. 
Under free exchange rates, tlic cxcliangc value of a currency tends 
to be such that the amount demanded on tlic foreign exchange 
market equals the amount supplied; under fixed exchange rates, 
changes in the balance of payments tend to influence tlic level 
of money incomes and of interest rates ivitliin the country in 
question. We shall consider these matters later. We mention 
them now to show why the balance of payments is important. 

Few countries give anytliing like a complete and detailed 
estimate of their balance of payments. Perhaps tlic fullest is 
tliat given by the United States, cf which we reproduce a 
specimen, together with one for the United Kingdom, in the 
following section. 
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. 2 . ESTIMATES FOR THE UNITED STATES AND THE 
UNITED KINGDOM 


The following is the ofiSdal estimate of the United States 
balance of payments for 1936. It is in millions of dollars. 


Item 

ReceiptB 

&om 

Foreigneis 

for 

“Exports” 

(Credits) 

Payments to 
Foreigners 
for 

“imports” 

(Debits) 

Net Credits 

(+) or , 

Debits (— ) 

Trade and service items — 




'Merchandise ... 

2456 

2422 

+ 34 

Merchandise adjustments 

66 

41 

+ 25 

Frehtht and shippinf; 

68 

i2g 

— 61 

Tourist expenditures 

•as 

497 

— 373 

Immierrant remittances . 

5 

115 

— no 

. Chatitablej educational^ and 




other contributions . 


32 

— 32 

Interest and dividends . 

5S8 

238 

+ 330 

•War-debt reedpts 

I 


+ 1 

Goi'emment transactions (ex- 




dudini; war-debt receipts) • 

30 

96 

-66 

Miscellaneous services . • 

164 

66 

+ 98 

Total trade and service 




items 

3483 

3636 

- >53 

Gold and silver — 




Gold exports and imports . 

zB 

1144 

— iii6 

Gold earmaiidng operations 




(net) .... 



+ B6 

Gold movements (net) 



— 1030 

Silver exports and imports 

3 

183 

— 180 

Total gold and nlver move- 




ments (net) 



— 1210 

Capital items— 




Long-term capital movements 

3475 

2717 

+ 758 

Movement of short-term 




banking funds (net) . 



+ 404 

Miscellaneous capital items 




„ 



— 12 

Paper currency movements . 

57 

35 

+ 22 

Total capital items (net) . 



+ 1172 

Readual item (net) . • 



+ • 9 > 
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Most of these items explain themselves. “Merchandise adjust- 
ments’’ cover purchases and sales of such things as ships and 
bunker-fuel, smuggling, and estimated over- or under-valuations. 
The debit side of immigrant rctnittanccs represents sums sent 
home by immigrants in the United States : thus 13-5 million dollars 
were sent to Greece and 8-2 million to Italy. “ Miscellaneous 
services ” include 1 10 million dollars on the credit side for motion 
pictures’ royalties received from foreigners, as against 6 million 
dollars paid for the use of foreign films, a credit of 20 million 
dollars for taxes, fees, and commissions paid by foreigners in 
connection tvitli their transactions in American securities, and 
payments made and received for insurance sendees. The very 
large imports of gold tvill be noted. When gold in the United 
States is bought by foreigners (as by the central bank of China, 
which was paid in this way for its exports of silver to the United 
States) and is therefore “earmarked’’ as belonging to them, this 
is equivalent to an export of gold, altliough tlic gold remains 
in the United States, for it is a sale of gold to foreigners. “Paper 
currency movements’’ mc.'ins what it says: there was a net export 
of dollar notes from the United States during 1936. 

The United Kingdom estimate shows “balances” only and 
no capital movements. The following is taken from the Beard of 
Trade Journal for 25th February, 1937. 

• * 1936 

M^Ion 

Excess of imports of zncrchondbe and Silver bullion and specie^ . 347 


Estimated excess of Go\‘emment payments made overseas . . a 

£349 

Estimated net national sliipping income 95 

Estimated net income from oveneas investments . , 195 

Estimated net receipts from commissions, etc. .... 30 

Estimated net receipbi from odier sources 10 

£330 

Estimated total debit on items spedHed above .... 19 


‘ Imports Experts 

^ Million ^ Million 

Merchandise . . . 648*9 Merchandise . . 501*1 

Silver bullion and specie . 17*1 Silver bullion and specie. 18*! 


;C8G6*o 
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“ Government transactions” include receipts and payments in 
respect of loans between Governments (e.g. in 1934 the Govern- 
ment of South Africa repaid jgyJ million of war debt) and on 
account of the overseas activity of the Admiralty and other 
pubUc departments. "Shipping income” requires a word of 
explanation. Suppose goods are brought to the United Kingdom 
in British ships. The payment for freight is an internal payment 
made by a British importing firm to a British shipping company. 
But the goods are valued c.i.f., therefore the payment for freight 
should appear on the credit side, in order to ofiset the freight 
charges which are, but should not be, included in the value of 
imports. Hence the whole of the receipts of British shipping firms 
in respect of overseas transactions are included in this item, plus 
disbursements by foreign ships (for btmkers, stores, port dues, 
commissions, etc.) in British ports and mmus disbursements by 
British ships in foreign ports. 

“Income fiom overseas investments” consists of the income 
from long-term investments abroad less sums paid to foreigners 
as income on their long-term investments in the United Kingdom. 
War debt payments are excluded. Roughly million of the 
receipts are interest payments fixed in sterling. The rest is mainly 
dividends. When a foreign loan is raised in the United Kingdom 
it appears as a debit item, for that amount of sterling is made 
available to the borrowers, who use it to buy goods or foreign 
exchange on other countries. Interest payments and repayments 
of capital are of course credit items. If a country borrows about 
the same sum each year paying, say, 5 per cent^ after twenty 
years its external interest payments exceed its new foreign 
borrowing. Several countries are in this porition. 

“Net receipts from commissions, etc.,” include charges in 
respect of acceptance credits, discounts on forrign bills, bank 
interest, commissions and other charges on new issues paid 
by overseas -borrowers, meichanting commissions on overseas 
produce, brokers’ commissions, insurance remittances fix>m 
abroad, and earnings on exchange transactions. It thus con- 
sists largely of the earnings of the City of London on its foreign 
transactions. 

“Receipts from other sources” include such items as toiuist 
expenditures (a net debit of some £9 million), film royalties (a 
net debit of ,^5 million), sales of second-hand ships, emigrants’ 
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.emittances, and expenditure by foreign Governments on their 
diplomatic and consular services in the United Kingdom. 

3. THE DEFECTS OF SUCH ESTIMATES 

The estimates of most countries are incomplete. The British 
estimate quoted above could be supplemented by a net debit 
on account of gold movements, but the Board of Trade Journal 
warns us that the recorded excess of imports over exports of gold 
bullion and specie — £227*5 million — is a figure to which little 
significance should be attached, mainly because it takes no 
account of " earmarking ” operations. Something is knoivn about 
capital movements. The value of new overseas loans floated on 
the London market in 1936 is estimated by the Midlmd Bank 
at £26 million. The United States Department of Commerce 
gives the net inflow of flmds from the United Kingdom during 
1936 in connection ^vith transactions in United States securities 
at 218 million dollars. Lord Kinderslcy estimates sinking 
fund and maturity repayments to the United Kingdom during 
1936 at no less than £107 million. But the capital movements 
which arc not kno>N’n — ^for example, the movements of "refugee*’ 
capital into or out of the United Kingdom — may be so large 
that tlie Board of Trade is probably well advised to exclude all 
capital movements finrn its estimates. We should be clear, 
hoivbver, as to the meaning of this. It means that the published 
estimate is quite useless as an indication of the net credit or debit 
on transactions as a whole. 

Even complete and careful estimates, such as those of the 
United States, are admitted to have a substantial margin of 
error, for it is difficult to make an accurate estimate of hems 
such as tourist expenditures or to keep track of all the multi- 
tudinous capital transactions. 

Sometimes goods are known to be wrongly valued. For 
e.xamplc Australia " dumps ” sugar on the British TnarkeL For 
sever^ years she has sold her sugar at about half the price 
ruling in Australia. But she values it at the latter price, and not 
at the price she receives. 

Some items may be included wrongly, since they involve no 
transfer of money. Thus hoirsehold requisites brought by immi- 
grants into the United States arc included in imports. In the 
same way, “American corporations operating properties in 
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foreign countries often import the produce of their operations 
and employ all or a large part of the proceeds in meeting 
administration expenses of their home offices.” As the United 
States Report points out (on page 16) such imports — of copper, 
sugar, petroleum, and so on — either should not be included in 
imports, since they are not paid for, or should be offset (but 
are not) by a corresponding increase in the credit item of “interest 
and dividends,” for they represent a direct return on American 
foreign investments. 

Finally, it should be noted that estimates relate, for the most 
part, to the transactions recorded and not to the payments made. 
Thus an import entering a country in 1936 would be included 
in the 1936 estimate, although payment for it might have been 
made before 1936 or might not be made until after 1936. 

4. HOW DOES A BALANCE OF PAYMENTS 
BALANCE? 

An exchange always has two sides. Every amount of foreign . 
currency bought must be sold, by somebody. Over any period, 
however short, the total amount of sterling sold on the foreign 
exchange market equals — in feet, is — the total amount bought. 
In this sense the balance of paymoits always balances. But this 
sense is not helpful. 

A multitude of international transactions is constantly talong 
place. Most of the people concerned know little about the 
balance of payments and care less. Firms c:q>ort or import to 
whatever extent pays them bat; investors, taking account of 
risks of all kinds and of expected yields, invest abroad rather 
than at home if they think they will get a higher return abroad; 
people go abroad for their boHdays when they wish, and spend 
as much as they please; firms employ foreign ships or insurance 
companies if they are cheaper and give equally good service; and 
so on. A priori, there is no reason whatever why the total “credit” 
payments received by a country over a year should equal the 
total “debit” payments which it has to make. 

Suppose, then, that over a year the payments actually made 
by a country exceed the payments which it actually receives. 
By hypothesis, these extra payments are made, and are made 
in foreign currency. How are they made ? 

Suppose '.that this happened to Australia. The Australian 
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banks hold considerable sterling balances in London. Payments 
abroad made by Australians reduce these balances, and 
payments by foreigners to Australians increase them — assuming 
that all su^ payments are made through Australian banks. 
Thus the result of an excess of payments over receipts would 
be a corresponding diminution in the amount , of the sterling 
balances held by Australian banks in London. 

Let us be clear as to what happens. When an Australian draws 
a cheque to settle an internal transaction, the -Australian who 
receives the cheque pays it into his bank, and the total amount 
of bank deposits in Australia remains . the same. .When an 
Australian makes a payment overseas, he. draws a cheque in 
favour of his bank, which . pays out a corresponding mnount of 
sterling in London. Thus the total of bank deposits in. Australia 
is reduced and the amoimt of sterling held by Australian banks 
in London is correspondingly reduced. Every Ausb-alian may 
have met his obligations in fiill, and yet in a sense the current 
payments made by Australia overseas exceed her current receipts 
from overseas. The extra amount of sterling due from Australians 
as a whole actually comes out of the sterling balances held by 
Australian banks in London. 

We. have chosen Australia because what rnay be called “the 
foreign balance” is held' by Australian banks almost entirely 
in . the form of sterling balances in London. The same applies 
to a number of other overseas countries. Glreat. Britain, however, 
(and to a less extent certain other countries, such as the United 
States and France) is an important financial centre. British 
banks therefore hold comparatively few assets in the form of 
fordgn currency. Hence a net debit in the balance of payments 
shotvs itself mainly in the form of an increase in the sterling 
balances held by Australian and other banks in London— for 
a net debit of Great Britain obviously implies a net credit to one 
or more other' countries. 

Clearly,, if all . the facts were fuUy known, such a net debit 
could be made to appear, frn- book-keeping purposes, as a 
b^ancing item. In the ,case of Australia, this item might read 
“decrease in short-term lending by, Australia — ^i.e. decrease in 
sterling balances' held by Australian banks in London.-” In the 
case 'of Great Britain, it might read . “increase in , short-term 
indebtedness of Great Britain — ^i.e. increase in sterling balances 
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held by foreign banks, etc., in London.” Thus, on paper, the 
balance of payments of a country could always be made to 
balance exactly. 

5. METHODS OF CORRECTING AN ADVERSE BALANCE 
OF PAYMENTS 

If a country continued to have a net debit, its balance of 
payments might be made to balance on paper, but the position 
would be one of disequilibrium — it could not go on indefinitely. 
For example, the sterling balances held in London by Australian 
banks might fall to zero. We must therefore consider what steps 
may be taken, and by whom, to prevent such a position from 
arising or to reverse it alter it has arisen. 

Let us keep to the example of Australia. It is in the interests 
of the Austrian banks to prevent such a situation fi-om going 
too far. For if they have no sterling balances, they cannot carry 
on their business of foreign exchange; and if they regard their 
sterling balances as “cash,” their “cash position” — that is, their 
ratio of cash to deposits — ^has worsened. 

Their most obvious remedy is to charge a higher price, in 
Australian money, for drafts on London. This will tend to check 
imports to Australia, since importers will now have to pay a 
larger amount of Australian money for the same foreign goods. 
In the same way, it will tend to check tourist expenditure abroad 
by Australians, investment abroad by Australians, and certain 
other debit items. On the other hand, it will tend to stimulate 
exports from Australia, since fi)r every pound sterling or dollar 
received abroad the Australian exporter will get a larger amount 
of Australian currency than before; and it \vill also stimulate 
certain other credit items. Thus the flow of sterling into the 
balances held by Australian banks in London will increase, and 
the flow of sterling out of those balances will diminish. 

This is the method of letting the exchange rate depreciate. 
Except in very unusual circumstances, complete adjustment of 
the balance of payments can be achieved by this method alone. 
There is no need for money incomes within the country to be 
reduced at all — although, of course, if they are reduced, the 
amount of exchange depreciation required will be less than 
otherwise. 
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Now suppose that the central bank of Australia tvishes to keep 
the rate of exchange wth sterling at a fixed level. The same 
argument would apply to a country which wished to remain on 
the gold standard, for that implies keeping its rate of exchange 
fixed with all countries on the gold standard. 

The central bank must now take action. It must be prepared 
to supply sterling (or gold) at the fixed price in Australian 
cinrency which it is trying to maintain. But how can it prevent 
its sterling reserves (or gold reserves) firom falling to zero? By 
reducing the total money income of Australia, and thereby 
reducing the monetary demand in Australia ibr imports. If the 
reduction of income involves a reduction in costs, as is very 
probable, this tvill tend to stimulate exports. The reduction in 
money income may be brought about in various ways. In 
general, the method is to reduce the “cash” of the banks, thereby 
causing them to reduce tlieir advances (by raising interest rates 
or by rationing their loans) and thereby their deposits. Usually 
the central bank itself raises its bank rate and takes steps to make 
the rise effective. This process of reducing the money income 
of a countrj' by monetary and banking measures is knotvn as 
deflation. 

We may note that the amount of exchange depreciation or 
deflation needed to correct a continuous adverse balance of 
paym’ents tvill vary with what may be termed the Marginal 
Propensity to Import of the country in question. If imports 
have to be restricted by, let us say, lo per cent (other things 
remaining tire same), it may require quite a small &I1 in the 
exchange rate or in the total money income of the coimtry to 
bring this about. This is likely to be so when a large 
proportion of the Sports is more or less of luxuries. On the 
other hand, a very large faU — of much more than lo per cent— 
may be required. This is likely to be so when imports consist 
largely of essential foodstufis and raw materials, as in the case of 
Great Britain and indeed most West European countries. 

We may also note that it is alleged that tvage-eamers object 
to a reduction in money tvages much more than to a ^e in the 
cost of living. If this is so, a country tvith a large proportion of 
wage-earners which chooses the path of deflation may find it 
difficult to reduce money tvages. The result vrill be that the 
reduction in the total money income of the country is brought 
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about pardy by the growdi of unemployment. In general, 
deflation is easier in a country such as Poland, with a large 
proportion of agricultural workers and a small proportion of 
wage-earners, than in an industrial country. Nevertheless the 
view, held by Lord Keynes and others, that wage-earners will 
accept a considerable rise in the cost of living without demanding 
increased money wages but will resist any attempts to cut their 
money tvages, may not be quite true. It is interesting to note 
that in the country where wage-earners are perhaps most highly 
organized — namely, Australia — a cut in money wages of no less 
than a6 per cent, made by the Conunonwcalth Arbitration Court, 
was accepted almost without a murmur. 

We have mentioned two methods — exchange depremation and 
deflation. Others are possible, of which the most important are 
(i) devaluation — ^that is, remaining on the gold standard but at 
a lower parity, (a) restriction of imports by tariffi, import quotas 
and prohibitions, and other methods, and promotion of exports 
by export bounties and other methods, and (3) foreign exchange 
control. The following chapters discuss all these five methods. 
Some of them may be, and have been, used in combination. 
For example, exchange depreciation may be combined with some 
deflation, some exchange control, and some restriction of imports. 
But it is impossible both to let the exchange rate depreciate and 
to keep it flxed — a country must choose one or the other uitiess 
it formally escapes the dilemma by keeping its exchange rate 
nominally fixed by exchange control while in fact letting it 
depreciate. 



CHAPTER XXVil 
FREE EXCHANGE RATES , 

I. INTRODUCTION 

The question to which we now turn is what are the forces which 
determine the exchange value of a currency whose rates ■ of 
exchange are quite free to vary. Such a currency, of course, is 
by definition not linked ' to gold or to any other standard. It 
consists, let us say, of inconvertible paper. Sterling has been 
more or less in this position since aist September, 1931,- but it 
has not been quite free to vary since the setting-up of the 
Exchange Equalization Fund, and the Currency Agreement 
with France, the United States, etc., reached in October, 1936, 
has had a stabilizing efiect. 

Clearly, as time goes on, such a currency may rise in terms 
of some foreign currendes and fell in terms of others. Thus in 
193a sterling rose considerably in terms of yen but fell in terms of 
gold-standard currendes. Let us suppose,' for piu-poses of dis- 
cussion, that all other currencies remaiii stable in terms of one 
anotlysr. We can then represent the rest of the world by one 
other country — ^let us call it France. 

The value of sterling (taking sterling to be the inconvertible 
currency in question) in terms of francs will depend upon the 
demand for sterling, coming from people who offer francs in 
order to obtain sterling, rdativdy to the supply of sterling coming 
from people who offer it nr order to obtain francs. The sterling- 
franc rate will tend to be that which equates the supply of 
sterling and the demand for it. 

But before discussing the influences affecting the foreign demand 
for a currency (rdativdy to the supply of it on the foreign 
exchange market) we must consider briefly the Purchasing Power 
Parity Theory. For this Theory claims to show that the rate of 
exchange between two currendes will always tend to vary with 
their respective purchasing powers. Granted that the exchange 
rate will tend to equate supply and demand, it will also tend 
— it is daimed — to equal what may be termed tlic Purchasing 
Power Parity between the two currendes. 
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2 . THE PURCHASING POWER PARITY THEORY 
This theory has two main forms. 

(a) In its narrower form it simply asserts that the prices of 
internationally traded goods tvill be the same everywhere, allow- 
ing for costs of transport: that these goods, in &ct, have a tyorld 
market. This is a truism. The price of raw cotton is the same 
in Liverpool, Le Havre, Bremen, Genoa, etc. Of course within a 
country (as distinct &om at the port) price may be iiicreased 
by import duties. Suppose that costs of transport are ignored. 
Then a bale of cotton may cost, say, £io at Liverpool anil 
looo francs at Le Havre; £i = too francs. If we know any 
two of these three facts we fjin deduce the third by simple 
arithmetic. If the third fact is difierent from our deduction, 
there is a chance for profitable arbitrage by somebody. Suppose, 
for example, that a bale of cotton costs ;£to in Liverpool and 
rooo finncs in Le Havre and that the fianc is 120 to- the £. 
Then by paying 1000 francs in Le Havre for a bale and selling 
the bale in Liverpool one gets £10 which can be exchanged 
for 1200 francs, yielding an arbitrage profit of 200 francs! 
A priori, given these three facts — 

j bale = £10 
1 bale = tooo francs 
£l = 120 francs 

(and assuming costs of transport are negligible) we know this 
situation will not last, but we cannot say whether it will be 
adjusted mainly by a fell in the English price of cotton — 

I bale = £Si 
I bale = 1000 fiancs 
£1 = 120 francs 

or mainly by a rise in the French price of cotton — 

I bale = £10 
' I bale = 1200 francs 
£1 = 120 francs 

or mahily by a rise in the exchange value of the franc — 

I bale = £10 
I bale = 1000 francs ■ 

£i — loo-francs. 
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Actually there are fe%v opportunitieSj as a rule, for even a small 
margin of arbitrage profits. Sellers in the exporting centres sell 
wherever the priee is a fi-aetion higher and international prices 
appear to adjust themselves very rapidly on the basis of prevailing 
exehange rates. 

This truism — ^that certain goods have a ivorld market — 
therefore throtvs little light on the causes of changes in exchange 
rates. 

(b) The Purchasing Poiver Parity Theory in its wider form 
is perhaps best stated in the tvords of Cassel. It goes back at least 
to Ricardo but it was popularized by Cassel follotving the last 
war. He -writes — 

Our willingness to pay a certain price for foreign money must ultim- 
ately and essentially be due to the fact that this money possesses a 
pur^asing power as against commodities and services in that forrign 
country. On the other hand, when we ofier so-and-so-much of our o^sn 
money, we are actually offering a purchasing power as against com- 
modities and services in our own country. Our -valuation of a fordgn 
currency in terms of our own, thereibre^ depends mainly on the rdadve 
purchasing power of the two currendes in their respective countries. 

It is very difficult to compare the purchasing power of, say, 
poimds in England tvith that of fiancs in France. The assortment 
of gpods and services bought and consumed in one country is 
different fiom the assortment bought and consumed in anoffier 
country. For example, the French -workman drinks wine and the 
English tvorkman tea; the French consume more veal and the 
English more mutton. Even if we could take only goods con- 
sumed in both countries, some of these goods would have a higher 
price (at the current rate of exchange) in France and some 
would have a higher price in England. These differences arise 
from costs of transport, tariffs, taxation, and so on, and there 
is no reason whatever why they should cancel out. In general, 
a country -with a high tariff will have a higher price-le-vel than 
a country svith a low tariff. 

This means that the theory carmot be applied to absolute 
levels of prices. But it can be, and has been, applied to changes 
in price-levels. This is the tvay in which Cassel and others have 
applied it.- To take a simple example, if over a period the price- 
level in France doubles, otving to inflation in France, and tlie 
price-level in England remains the same, the purchasing power 
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parity is twice as many francs as before to sterling. This 
asstunes that other things — relative costs of transport, tariffs, 
and taxation — remain the same. ' 

The Purchasing Power Parity "nieory was used after the last 
war by Cassel and others to demonstrate that the fall in the 
exchange value of the German, Austrian, Polish, and other 
currencies, was due mainly to inflation in those countries. At 
the time, this demonstration was doubtless useful, because many - 
responsible people refused to believe that it was inflation which 
was sending up prices and fbrdng down exchange rates. Cassel 
writes — 


When two currencies have undergone inflation, the normal rate of 
exchange will be equal to the old rate multiplied by the quotient of the 
degree of inflation in the one country and in the other. ... If, for 
instance, the inflation in A has reached the ratio of 320 to 100 and the 
inflation in B the ratio of 240 to too, the new exchange rate (taking the 
quotation of A’s currency in B’s currency) will be f ^ the old rate. 

The rate calculated by the above method must be regarded as the new 
parity between the currencies, the point of balance towards which, in 
spite of all temporary fluctuations, me rate will always tend. 


We may take an illustration from Keynes’s Tract on Monelaiy 
R^orm. Taking tgtg as equal to 100, in May, 1923, the Economist 
price index number was 164 and the United States Bureau of 

156 95’i s 

Labour Index Number was 156. The purchasing 

power parity of the pound therefore was 95*1 per cent of 4‘866 
dollars. The actual rate was almost exactly this. 

It is from discussions on the Purchasing Power Parity Theory, 
that we derive the concept of a possible difference between the 
internal and the external purchasing power' of a currency. For 
example, when the actual exchange value (or external purchasing 
power) of the franc was below its purchasing power parity, this 
tended to stimulate exports from France. If the two had been 
equal, there would have been no abnormal stimulus, for although 
French exporters would have obtained more francs than before 
for each pound’s worth of goods exported, their costs would 
have' risen in the same proportion. 

But in fact actual exchange rates often diverge very much 
from purchasing power parity, calculated in the maimer 
described. This can be seen at once by looking at the statistics 
and graphs given in the writings of Cassel, Keynes, and others. 
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On its record in the past, the purcha^g power parity is a very 
dubious guide. I think it would baffle anybody to calculate the 
actual sterling-dollar exchange rate over the last few years if 
he knew only the changes in internal purchasing power in the 
two countries. Consider, for example, the following figures — 


Cost or Living Index I^omber (1924 » roo). 


Date 

Great 
* Britain 

United 

States 

' Dollars 
- per £ 

December, 1930 





l'B 6 


>931 





3’37 


1933 



Bi 


3-28 . 


>933 



81 


.5*»a 

>» 

>934 • 



81 


4-95 . 


>935 •. 



84 


4:93 • 


1936 



87 

■■ 

4-9I. 


lii any particular case, .the divwgence between purchasing 
power parity and the acpral rate may be merely temporary 
(due, for example, to speculation) and ■ equilibrium may be 
equality between the pvo. Eyeri so’, we cannot say a priori whelher 
this equality will be attained mainly by movements in the price- 
level of country A, 6r in the price-level of country B, or in, the 
exchange rate. Adherents of the Purchasing Power Parity Theory 
often seem to imply that it will be the last (if neither country is 
inflating nor deflating) but that need not be so and often' is 
not so. Moreover, the true equilibrium is oiflen not an equality 
between purchasing power parity and the actual rate. For there 
may have been chaiiges in transport costs, tariff; etc., and there 
may. have been a change in the terms of trade. 

. ^ 3. INFLUENGES AFFECTING .EXCHANGE RATES 
Probably the best way to’ explaiii movements in foreign 
exchange rates is to say that a flee exchange fate will always 
tend to equalize the supply of and the demand- for a currency 
on the Foreign exchange market, and to say that tire main 
influences affecting' supply' and demand are — i -- 

(a)- Monetary policy^ • 

(fi) Capital mov^ents,' including' speculation. 
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. (e) The demand from country B for goods of country A, and 
conversely. Fundamentally, country B demands the goods of 
country A by offering its own goods in exchange. The “demand 
curve” of country B which we have in mind does mt show the 
voltime of A goods demanded by B at each of a series of money 
prices. It shows the volume demanded (and therefore the volume 
of its own goods which it would supply in exchange) at each of 
a series of “terms of trade.” 

We shall say a little about the first two of these three influences 
and then we shall discuss the third more fully. 

(a) Monetary Policy 

We have discussed this in connection with the Purchasing 
Power Parity Theory. For example, if Great Britain were to 
inflate and to raise prices, the foreign demand for sterling at the 
old rate of exchange womd fall, because fewer goods could be 
bought in England than before with a given amount of sterling. 
As English prices would be higher, while prices in other coimtries 
remained the same, the British demand for foreign currencies 
at the old rate of exchange would increase. Thus the exchange 
value of sterling would fall. Of course the same reasoning applies 
if Great Biitaia inflates more, or deflates less, than other countries. 
But, as we have seen, other forces may chtmge also, so that the 
actual rate at any moment may diverge considerably from the 
purchasing power peuity at that moment. 

{b) Capital Movements 

If country A is exporting capital to country B, this will clearly 
increase the supply of A’s money offered against B’s money and 
will tend to raise the exchange value of B’s money, even if no 
inflation or deflation is taking place in either country. Over a 
short period, when it is feared that one currency or another will 
fall considerably in exchange value, quite laige movements of 
capital may take place, not for long-term investment, but in the 
hope of making a gain or avoiding a loss on exchange movements. 
The Bank for International Settlements and others have attempted 
to estimate the amount of this "refugee” capital liable to move, 
seeking greater security rather than a bigliCT interest rate, finm 
one centre to another. .But — in the absence ofleg^ restrictions — 
the potential amount of such capital is almost unlimited, because 
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citizens can “flee” from their own currency. Over a short period, 
speculative short-term movements of this kind may be so great 
that tliey far outweigh movements of goods in titeir effect on 
the demand for a particular currency or on the supply of another. 

An interesting illustration of the eflects of speculation is 
provided by the exchange value of the Chilean peso between 
1878 and 1892. There was in Chile a sharp division between 
foreign trade centres and the rest of the country. Hence any 
gradual emission of currency could be readily absorbed in tlie 
interior of tlie country without materially altering the exchange 
rate. Thus there was virtually no correlation between the 
increases in the circulating medium and the exchange rate. In 
fact, the only thing which gives a high correlation with the 
variations in the exchange rate over this period is the mili tary 
history of Chile. By observing a graph of foreign exchange 
movements it is possible to tell the exact dates of Chile’s victories 
and defeats in her disputes with Peru, Bolivia, and Argentina. 
The sharpest single variation was in August, 1879, when the 
Chilean peso rose from 25 pence to 36 pence without any altera- 
tion eitlier in the balance of payments or in the quantity of 
currency. This jump was due entirely to the capture of two 
enemy warships by the Chilean navy. 

(e) Reciprocal Supply-and-Demand of Goods and Services 

Let us simplify by supposing that England exports, and can 
export, only coal, and that France exports, and can export, only 
wine. Let us begin tvith tlie balance of payments in equilibrium. 
Every day England exports, say, 10 tons of coal and imports, 
say, 20 gallons oftvine. Let us suppose that all transport charges 
can be neglected. The price of a ton of coal is, say, £1. The 
price of a gallon of wine is, say, 50 francs. Tlte rate of exchange 
therefore must be = 100 francs. 

In order to avoid complications due to monetary policy, let 
us suppose that each country keeps its factor-prices constant and 
that no changes take place in relative supplies of factors, technical 
knowledge, and so on, and that clianges in the output of coal 
or wine do not appreciably affect the price of coal in sterling 
or die price of wine in francs. A ton of coal always costs £t and 
a gallon of wine always costs 50 francs. 

Now suppose that for some reason the French demand for 
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British coal increases. In order to get more sterling to buy 
more coal, France must sell more wine in England. But the 
English demand for wine has not changed, so ^at in order to 
sell more wine in England the sterling price of wine must be 
reduced. This comes about through a rise in the exchange value 
of sterling. The value of sterling is pushed up by French people 
wanting to buy more coal, and this enables Engli^ people to buy 
vdne more cheaply. The French exporter still gets 50 francs a 
gallon, but this 50 francs represents less sterling than before.- 
Suppose, for example, that the new equilibrium rate of 
exchange is £i <= iso francs, and that at this rate 15 tons of 
coal a day are exported. It follows that 36 gallons of -tvanc are 
imported. The terms of trade ha-ve moved in fa-vour of England. 
One ton of coal used to exchange against e gallons of -wine. It 
now exchanges against s$ gallons. The terms of trade, that is, 
have improved by one-fifth. And the value of sterling has 
liketvise increased by one-fifth, for now commands 120 francs 
instead of too. The rise in the value of sterling dmply reflects 
the improvement in the terms of trade.* 

This example demonstrates a fundamental defect in the 
Purchasing Power Parity Theory of foreign exchange. In so far 
as this theory merely asserts that the prices of goods which have 
a world market tend to be the same (allowing for transport 
charges) in different centres, it is a truism. The price of a tmi 
of coal is ,(^1 in England, and i20 francs in France, and the 
rate of exchange is £1 equals I20 francs. Given any two of 
these data, the third can be obtained by simple arithmetic. But 
in so far as the theory says more than this, and asserts that a 
change in the rate of exchange reflects a corresponding change 
in the relative purchasing power of the two currencies over goods 
in general, it may not be true. In our illustration, the price of 
nothing in England is changed except the price of \rine, winch 
is now 8s. 4d. a gallon instead of los. The price of nothing in 
France is changed except coal, which is now |20 francs instead 
of 100 francs, a the great bulk of the goods sold in either country 
are home-produced, there has been very little change in the 
two price-levels, and yet the rate of exchange has ^tered by 
one-fifth'. The Purchasing Power Parity Theory, in its -wider 

s This is true only if the ebange in the terms of trade is due solely to changes 
in demand^ as distinct from changes in costs. 
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form, takes no account of changes in the terms of trade due to 
real changes in demand. 

A good illustration of this point is the fall in the exchange 
value of the yen after 1931. Japan returned to gold in January, 

1930, at the pre-war parity, equal to as. per yen. In September, 

1931, Great Britain left gold. The yen rose to over 3s. Japan 
left gold at the end of 1931. By the middle of 1933 the yen 
fell to about is. ad. and remained there. 

Why did the yen have to depreciate so much more than 
sterling? Only partly owing to inflation. At the end of 1935 
wholesale prices in Japan were only 37 per cent and retail prices 
only 16 per cent above the low levels of the second half of 1931. 
The main reason is to be found in the adverse change in the 
terms of trade, largely due to the great fall in the American 
demand for Japanese silk. 


Japak (loth December, 1931 = 100) 



•933 

1934 

•935 


Av. 

Av. 

Av. 

Export Goods . 

138 

m 

•34 

Import Goods . 

' 171 


196 


In Great Britmn, on the other hand, the terms of trade became 
much more favourable. 


4. EXCHANGE EQUALIZATION FUNDS 

A country may decide not to leave its exchange rates entirely 
to the free play of supply and demand. It may therefore 
establish, usually imder the .control of the central bank, an 
exchange equalization fund. 

Great Britain was the first country to set up such a fund. It 
began in June, 193a, with assets of about £150 million in 
Treasury bills, augmented in April, 1933, by a further ,^200 
million of Treasury bills, and in June, 1937, with yet a further 
;f200 million, and it is still in active existence. 

Its main object, the Chancellor declared, was to offiet purely 
speculative movements in sterling exchange rates whilst allowing 
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“real” causes to .affect, the long-term ttcnd. The Fund was to 
smooth out temporary fluctuations. In particular, it was to 
offset^inward and outward movements of “refugee capital.” In 
the absence of control, an inward movement of such capital, 
seeking a safe temporary resting-place, might rtiise the value of 
sterling very considerably. Later, the tvithdrawal of this “hot 
money” would have the opposite effect. The Fund can prevent 
or lessen these disturbing ups and downs. When capital is moving 
in, the Fund can and does provide the extra sterling required 
by selling some of its Treasury bills. It parts with sterling and 
acquires the foreign money which is being offered against sterling. 
In practice, it then uses this foreign money to buy gold. When 
an outward movement of capital takes place, the Fund can meet 
it by releasing some of its gold, getting back sterling in exchange. 

At any moment, therefore, part of the assets of the Fund 
consists of sterling, in the form of Treasury bills, and the rest of 
gold. If it were to try to oflset a continued tendency for sterling 
to rise, after a time all its sterling assets would have been turned 
into gold, and it would then be unable to keep sterling down 
unless its sterling resources were replenished — ^for example, by a 
further issue of Treasvuy bills. In the same way, it could not 
continue to keep sterling up after it had parted with all its gold 
unless — for example, by raising a foreign loan — it could replenish 
its gold. Its power to keep sterling down is limited by the extent 
of its sterling assets, and its power to keep sterling up is limited 
by the extent of its foreign assets. 

The British Fund has at times exerted a downward and at 
times an upward influence on the exchange value of sterling but 
its net effect since it began operations has probably been in a 
downward direction, for the gold which it holds represents a 
demand for foreign currencies which it exerted in the past and 
which would not otherwise have existed. Thus the Fund has 
made a profit, but against this must be set about ,£io million 
a year. For, in consequence of the various funding loans which 
have been issued during the past few years, the total of Treasury 
bills in the hands of the market is only about the same as it was 
before the Fund was started. The cost to the Treasury of holding 
the gold acquired by the Fund must therefore be estimated on 
the basis of Ae long-term interest rate. On this basis, it amounts 
to some £io million a year. In other words, if there had been 
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no Fund, the Treasury would not have needed to raise some 
^350 million of long-term debt 

Some other countries, notably the United States and France, 
have established similar funds, llie United States is — in a sense — 
on gold, but \vishes to exercise some control over its exchange 
rates svith countries that are not on gold. 



CHAPTER XXVm 
THE GOLD STANDARD 

I. TYPES OF GOLD STANDARD 
It is- often said that it ivould be a great simplification and 
improvement on the present state of afiaiis if all t]]c countries 
of die world, or at any rate the leading countries, could share 
a conmion currency. It is pointed out that if each English county 
had its own separate currency, trade and investntcnt would be 
considerably hampered. Why then, it is urged, should each 
leading country have its ovAr particular currency? Would not 
economic progress be greatly promoted if some genius could 
invent an international money and persuade all the leading 
countries to use ft? 

Those who speak in this way do not realize that the gold 
standard virtually does what they arc asking. Ip effect, every 
country on the gold standard is sharing a comnion currency. 
Each country has its own banking system, and one ralb its 
currency units potmds, another dollars, another francs, and so 
on, but a count^ which stays on the gold standard thereby gives 
up the privilege of following whatever monetary Policy it likes. 
It has decided that, on balance, the benefit to international 
trade , and investment of stable rates of exchange is worth the 
sacrifice of its independence in the sphere ofmonelmy poEcy. It 
has tied its currency to gold, and so has every other gold-standard 
country; -all such currenries are thereby tied to one another; 
the purchasing power of gold, and hence of every Such currency, 
depends on the supply of gold and the demand for jt throughout 
the world; and commodity price-levels in all gold-standard 
countries tend to rise and fell together. We shalf develop and 
qualify these statements later in this chapter. It denied desir- 
able, by way of introduction, to stress the point that the gold 
standard virtually provides an international money, 

A country is on the gold standard when the purcihasing power 
of a unit of its currency is kept equal to the purchasing power 
of a given weight of gold. There are various way% of achiering 
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this result. We shall describe die three main ways under the 
headings of (a) the full gold standard, (i) the gold bullion 
standard, and (c) the gold exchange standard. 

(а) The Full Gold Standard 

This is in operation when the currency of a country consists 
mainly of coins containing gold equal to their &.ce value, and 
when gold can be minted into sui^ coins, without charge and 
without limit, and the coins can be melted down or exported 
without restriction. Before the war of 1914, the UnitedJCngdom 
was on the full gold standard. Gold sovereigns circulated ^ely. 
The sovereign was a definite weight (i igTrsTr grains) of pure gold 
plus a little alloy, of negligible value, to make the coins more 
durable. Eleven-twelfths of the weight {i23-27447 grains) of a 
sovereign was pure or “fine” gold; the other twelfth was alloy; 
the coin was said to consist of gold “eleven-twelfths fine.” Any- 
body was fi:ee to melt down and export sovereigns, so that the 
purchasing power of a sovereign could never he appreciably less 
than that of 1 13 odd grains of fine gold. We may state the same 
facts in terms of ounces. Four and a quarter sovereigns contained 
an ounce of fine gold. Hence 4J sovereigns — or £4 55. in British 
money, since Bank of England notes (of which the lowest de- 
nomination was ,(^5), silver and copper coins, and cheques could 
all 'be exchanged for sovereigns — could never buy appreciably 
less than an ounce of fine gold. On the other hand, the British 
Mint would always turn gold into sovereigns without charge. 
In practice, gold was usually sold to the Bank of England which 
acted as agent for the Mint. The Mint would pay the full price 
of 5s. (or, to be accurate, about a hal^enny less, for 4J 
sovereigns contained a shade more than an ounce of fine gold), 
but, in order to avoid delay, sellers usually preferred to sell to 
the Bank, which paid them a trifle less: £3 17s. gd. instead of 
£3 17s. tojd. per ounce ■{•Jths fine. Hence the purchasing 
power of an ounce of fine gold could never be appreciably less 
than that of ,(^4 ^s. of British money. 

(б) The Gold Bullion. Standard 

This is in operation when the central bank or the Treasury of 
a country is always prepared both to buy and to sell gold at a 
fixed price and there are no restiictiom on the import or export 
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of gold. The United Kingdom was on 'the gold bullion standard 
from April, 1925, when she returned to gold, until September, 
ig3r, when she again went off gold. The Bank of England was 
prepared to buy any amount of gold at £3 r^s. gd. per ounce 
^Jths fine and to sell it, in minimum amounts, of 400 ounces, at 
£3 t7S. rojd. per ounce. Hence “convertibility both ways” — of 
gold into currency and of currency into gold — was maintained, 
and the sterling price of gold, just as before I9t4, seldom varied 
by more than a penny from its fixed price of 84s. I r|d. per fine 
ounce. Gold coins, however, were not in circulation : die cur- 
rency consisted mainly of paper notes. The gold bullion standard, 
it is claimed, economizes gold, fr>r all the monetary gold in the 
country can be held in the central bank, and none of the precious 
metal, need be employed as currency. This was considered an 
advantage a decade or so ago, when a shortage of gold was 
feared, but during recent years there seems to have been too 
much rather than too little gold, and some economists advocate 
a return to the full gold standard. They argue that the reintro- 
duction of gold coins would absorb some of the present large 
stock of monetary gold and would make the working of the gold 
standard more automatic. 

(c) The Gold Exchange Standard 

A number of countries, such as Australia and India and Den- 
mark, have close commercial relations with Great Britain. Most 
of tlieir external debt is fixed in sterling, or Great Britain is their 
main purchaser, or supplier, or both. Such a country may decide 
that its best monetary policy is to keep the exchange value of 
its currency more or less stable in terms of sterling. We may 
perhaps term such a country, without implying any inferiority 
of status, a satellite country of Great Britain in the monetary 
sphere. ' The United States, France, and some other countries 
also have their satellites. 

The monetary authorities of the satellite country may reserve 
themselves fiill liberty to vary the rate of exchange with the 
"planet” country as and when they please. They may merely 
keep it stable, or more or less stable, so long as it suits them, 
without giving any kind of guarantee that they will continue 
to do so. Most of the countries in the so-called “sterling bloc” 
were in this position before the war. 
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But the central bank or Treasury of a satellite country may 
formally undertake to keep the exchange value of its currency 
fixed in terms of the planet currency. The currencies of India 
and Egypt, for example, are linked in tliis way to sterling. 

Whether the link is de jure and firm, or de facto and flexible, 
the central bank or Treasury must keep a reserve of sterling in 
Great Britain (assuming its currency to be tied to sterling) and 
must be prepared to dimmish this reserve by selling sterling or to 
increase it by buying sterling. If it formally undertakes to buy and 
sell bills or drafts upon London at a fixed rate, it is formally on 
a sterling exchange standard. If sterling is on gold, this means 
that it is on a gold exchange standard. 

This praedee enables it to keep its main monetary reserve 
in the form of interest-bearing assets, such as gilt-edged sccurides 
or Treasury bills, in London instead of in the form of gold in 
its own country. But it also entails the risk that these assets may 
fall in value relatively to gold. In particular, it entails the risk 
that the “planet” country may suddenly leave gold or devalue. 
The sterling assets held by other countries fell considerably in 
value, relatively to gold, when Great Britain left the gold 
standard in September, 1931. 


• 2. THE RULES OF THE GOLD STANDARD 

The gold standard, in any of its forms, provides pracdcally 
fixed rates of exchange between the countries on it. For if the 
currency of each country is converdblc into gold, or into a gold- 
standard currency, at a fixed rate, and conversely, it follows 
that the currencies of these countries are convertible into one 
another at practically fixed rates. IS and 4-866 dollars can 
both be exchanged for tire same amount of gold, and conversely, 
then the exchange value of ,(^1 cannot long remain above or- 
below 4-866 dollars by more than the relatively small cost — 
usually well below r per cent — of sending gold from New York 
to London or from London to New York. And this means tliat 
the price of any good in dollars cannot long exceed or fall short 
of -j-llf-l} of its price in pounds, plus or minus tariff and traiuport 
charges and importer’s profits. It means, that is, tliat a country 
on the gold standard cannot raise or lower commodity prices, 
in terms of its own currency, as it pleases. It can indeed do 
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something, as we shall see later, by changing its duties or other 
restrictions on imports. Apart from such changes, commodity 
prices in that country must move in harmony with commodity 
prices in other gold-standard countries. 

A country with free exchange rates, of course, is in no way 
subject to such restrictions. It can follow whatever monetary 
policy it pleases. If it wishes, it can increase the quantity of 
monqr and thereby raise commodity prices almost to any extent, 
or it can keep its general level of conunodity prices feirly stable, 
or reduce it, whatever may be happening elsewhere. Other 
things remaining the same, changes in the internal purchasing 
power of its own currency units, relatively to those of other coun- 
tries, will be reflected by changes in its rates of exchange. But 
a gold-standard country is debarred from independent action 
of this kind. It must keep its rates of exchange with other gold- 
standard countries practically fixed. 

Let us suppose Chat week by week Che debits of Great Britain 
exceed its credits' The “foreign balance” of Great Britain -will 
diminish and the sterling balances held by banks of other coun- 
tries -will increase. British banks tvill tend to quote drafts and 
bills on other centres at a premium and foreign banks will tend 
to quote drafts and bills on London at a discount. In other 
words the exchange value of sterling -will tend to fall. 

If the exchange value of sterling were quite free to vary, it 
would fall sufficiently to restore equilibrium in the balance of 
payments. The prices of imported goods tvould rise in terms of 
sterling and this would check imports. The prices of British 
exports, would frill in teiins of other currencies and this tvould 
stimulate exports. But if Great Britain is on the gold standard 
this cannot happen. After sterling has fallen below “the gold 
export point” relatively to, say, the dollar, persons in Great, 
Britain can pay their creditors in the United States more cheaply 
.by sending gold than by buying drafts or bills On New York. 
In practice, it is usually the banks who ship gold. .The British 
baiiks do so to restore their balances abroad. Other banks do 
so to reduce their swollen London balances and to restore their 
cash position at home, for their deposits will have been increased 
(since an export to Great Britain results in an increase in their 
sterling balances and a corresponding increase in the deposit 
of the exporter). In any event, gold leaves Great Britain. 
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The export of gold from Great Britain is in itself a credit item. 
Hence the deficiency in the British balance of payments might 
be filled, week by week, by the export of gold. But Great Britain 
does not produce gold. Sooner or later, if the deficiency con- 
tinued, all the gold would go. The Bank of England would then 
be compelled to suspend gold payments, for it would have no 
gold. Great Britain would be off the gold standard. Clearly the 
position could not be remedied by importing gold. The imported 
gold would be a further debit item and would have to be paid 
for. Its re-export would simply offset this extra debit by an extra 
credit and the initial deficiency would remain. 

This brings us to “ the rules of the gold standard.” We can 
best explain these rules, in general terms, by considering what 
would happen if all the gold in Great Britain consisted of gold 
coins in circulation. Gold coins would be exported, and the 
quantity of money would be thereby reduced. The prices of 
internationally traded commodities could not fall relatively to 
their prices elsewhere. But money incomes would fall and this 
would reduce the prices of “domestic” goods and services such 
as houses and railway rates and labour services. The fall in 
money incomes would reduce total money expenditure, including 
expenditure on imports. The fall in money costs would stimulate 
exports. In so far as they were not fixed by contract, like exter- 
nal interest payments, other debit items would tend to diminish 
and other credit items to increase. For example, British tourist 
expenditure abroad would fall relatively to the expenditure of 
forrign tourists in Great Britain, and investment abroad would 
become less profitable than before relatively to investment at 
home. In this way equilibrium would be restored in the balance 
of payments. The working of the gold standard would be auto- 
matic, requiring no intervention by the monetary authorities. 

In fact, a modem country has a superstmcture of paper notes 
and bank deposits based upon its stock of monetary gold, an'd 
most or all of this stock is held by the central bank or the Treasury. 
The rules of the gold standard require the monetary authorities, 
when confronted with an actual or even an imminent export of 
gold due to an excess of debits over credits which seems likely 
to continue, to take action resulting in an adjustment similar 
to that which would come about automatically if the only money 
were gold coins. They must try to bring about a fall in money 
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incomes and money costs. The usual method is to raise the bank 
rate and possibly to supplement this by selling securities on the 
open market, thereby reducing the quantity of money. 

.Conversely, countries which are in the opposite position and 
are therefore receiving gold should do their part in bringing 
about an adjustment by increasing their money incomes and 
money costs. A defect of the gold exchange standard is that it 
may throw the whole burden of adjustment on the satellite 
country. For example, if the balance of payments of Egypt is 
adverse, the sterling balance held in London by the National 
Bank of Egypt will diminish, but this need not cause any monetary 
expansion in Great Britain or elsewhere. Egypt may have to 
make the whole adjustment if the exchange value of her cur- 
rency is to remain fixed at gyj piastres to the pound sterling. 
But if ^^t were on the gold standard proper, she would export 
gold and this gold would lead to monetary expansion in the 
countries receiving it. 

If every cormtry on the gold standard followed the rules, the 
distribution of the total stock of monetary gold among the 
various coimtries would depend mainly on the monetary and 
banking habits and the value of production in each coimtry. 
For example, in Great Britain the use of cheques is more -wide- 
spread and the volume of notes and bank deposits is normally 
much greater, relatively to the gold basis, than in France. 
Great Britain -would therefore need much less gold than France 
— in fact, perhaps a quarter or a fifth as mucdi — as a basis for 
the same national income. But of course the national income of 
one country, measured in some common monetary unit, is dif- 
ferent from that of another. The national income of a country, 
in this context, may be defined as the -value of its production 
plus any sums received fixsm abroad as income on its fordgn 
in-vestments, or as reparations or gifts, and minus any sums paid 
abroad for the same purposes. It is the total sum which the 
country can spend or invest during the period, whether at home 
or abroad, -without either borrowing or parting -ivith some of 
its assets. A coimtry, wth, say, twice the national income of 
another will tend to hold twice as large a stock of gold if the 
normal proportion of gold stock to money income is the same in 
both countries. But if this proportioh is twice as high in the 
latter country each ivill tend to hold the same stock of gold, and 
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if it is four times as high the latter country will tend to hold 
twice as much gold as Ae former. An increase in the value of 
production in one country, relatively to others, will tend to 
attract gold to that country and a decrease will make it tend to 
lose gold. Movements of this kind are constantly taking place, 
tvithout arousing any comment, behveen different disbicts in 
the same country. Some leading causes of such gold movements 
between countries are discussed in seetion 4. But we must first 
explain why and how a country may choose not to follow the 
rules of the gold standard. 

3. THE GOLD STANDARD IN PRACTICE 

If there were no banks and all money consisted of gold coins, 
an adverse balance of payments would automatically tend to 
reduce the amount of money in a country, and thereby its 
national income, and a favourable balance would tend to do 
the opposite. In a modem country, however, the central bank 
can influence the size of the total money income. The central 
bank, or whatever the monetary autliority may be, of a country 
on the gold standard may decide, in certain circumstances, not 
to ibllow the rules. Hence the distribution of gold among coun- 
tries may diverge, and perhaps -widely, firom what it w'ould 
othei^vise be. 

The central bank of a country which is receiving a large 
inflow of gold may fear that if it permits this inflow to exert its 
full influence on incomes and prices the consequence -would be 
a short-lived inflationary boom followed by a depression. It 
may therefore decide to ‘‘sterilize” the extra gold. It is especially 
likely to come to this dedsion if the influx is due largely to an 
inflow of capital which is likely to be wthdra^vn some time in 
the near future. The United States received a large inflow 
of gold during recent years, due largely to the influx of fordgn 
capital to purchase American securities. Clearly the buyers of 
these securities might decide at any time to sdl them, taking 
their profits or cutdng their losses, and to mthdraw their capital. 
Hence the United States has not permitted this influx of gold 
to send up incomes correspondingly. It has increased its propor- 
tion .of gold stock to money income, first by compdling the banks 
to keep bigger reserves and then by locking a-tvay the gold 
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purchased by the Treasury, and keeping it out of the banking 
system. In the same way, during the last years before the war, 
Great Britain, although not formally on the gold standard, 
received a large influx of gold, due partly to the inflow of refiigee 
capital, liable to be withdrasvn at any time, from France and 
elsetvhere. Her total stock of gold (including that held hy the 
Exchange Equalization Fund) -was worth around £8oo mUlion 
in 1939; at the end , of I93r her gold stock was only £r2i 
million. This influx of gold was not permitted to have anything 
like its fuU efiect on the level of incomes. Part of it was “ster- 
ilized ” in the Fund. The Bank of England oiflcially valued its 
gold at the old price of 84s. iijd. per fine ounce instead of at 
the market price of around r40s., and even so greatly increased 
its proportion of gold to notes and deposits. 

The central bank of a country tvhich is tending to lose gold, 
because its balance of payments is adverse, may decide not to 
follow the policy of deflation indicated by “the rules.” It may 
fear that deflation would increase imemployment and lead to 
bankruptcy and distress. It may therefore reduce the' propor- 
tion of gold stock to money income, keeping the latter fairly 
constant despite the loss of gold. Great Britain was in this 
situation, and the Bank of England acted in this way, during 
the period 1925 to 1931, and especially alter 1929. Sir Ernest 
Harvey, Deputy Governor of the Bank of England, said in his 
evidence before the Macmillan Committee ( 0 ,- 353 ), “You uill 
find if you look at a succession of Bank returns that the amount 
of gold we have lost has been almost entirely replaced by an 
increase in the Bank’s securities.” 

. As a rule, however, this alone will not suffice, for the central 
bank ■still not be prepared to part tsith enough gold to fill the gap, 
month by month, in the balance of payments. It ■will therefore 
resort to other measures or persuade its Government to do so. 

One such measure is to borrow from abroad, either on long 
teim or on short term. It may be possible, by raising the bank 
rate or persuading other countries to lower theirs, to attract 
short-term capital ■without permitting the rise in the bank rate 
to reduce money incomes. If the central bank holds balances 
abroad, it can let them run down. If foreign banks hold balances 
in that centre, as they do in London, the central bank may 
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persuade them to pemut their balances to increase without 
•vvithdrarving gold; in effect, to make a short-term loan. But all 
these are clearly stop-gap measures which do not solve the long- 
run problem if the balance of payments continues to be adTCrse. 
Money income is being maintained only by borrowing or 
by reducing foreign assets. 

If the country docs not wish to leave gold or to devalue (that 
is, to reduce the gold parity of its monetary unit) but nevertheless 
^vishes to avoid deflation, the Government must interfere with 
the flow of investment or foreign trade. It may forbid foreign 
investment by its nationals, thus reducing its debits. The Ba^ 
of England, besides resorting to most of the measures already 
named, at times placed an unofficial ban on lending money 
abroad. But such a ban is not likely to be very efieedve. 

The other alternative is for the (^vemment to impose tariffi 
or other restrictions on imports, thus reducing debits, and per- 
haps to supplement thi<; by subsidies on exports. 

But clearly the only course for a country in such a position 
which wishes to remain on the gold standard without inter- 
fering vwth foreign trade or investmenti and without liting on 
its capital or on loans from abroad, is to deflate, reducing its 
money income. 


4. THE CAUSES OF GOLD FLOWS 
Any change which would raise or lower the exchange value 
of a currency if its rates of exchange were quite free to vary 
will have the same tendency if the cmrrency is on gold, and will 
therefore tend to bring about an inflotv or outflow of gold. We 
shall discuss briefly the main tj'pes of changes, under the headings 
used in the last chapter : monetary policy, capital movements, 
and reciprocal supply-and-demand of goods and services. We 
shall assume that previous to the cdiange the balance of payments 
was in equilibrium and that the total stock of monetary gold 
remains the same. 

(i) Monetary Policy . 

Suppose that country A inflates and other gold-standard 
countries do not. Incomes rise in A and the amount of money 
spent on every^thing, including imports, increases. The rise in 
incomes — assumin g full employment before the inflation — is a 
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rise in factor-prices, that is, in costs, so that exports fall off. The 
country loses gold and this makes it reverse the inflation. All 
gold-standard countries can inflate or deflate together, provided 
they keep pace, without causing gold flows, but one country 
alone cannot do so. If A holds a considerable proportion of the 
total gold stock, it can cause, by itself inflating, some inflation 
in other countries, based on the gold they receive from A. But 
it can do this only if it is prepared to reduce its ratio of gold to 
national income, and if other countries do not reduce their 
ratios it will be checked after a time, for it ivill not be prepared 
to go on increasing its income on the basis of a diminishing 
stock of gold. 

(2) Capital Movements 

Suppose that A begins to lend so much per month abroad. 
This tvill make its balance of payments adverse, leading to an 
outflow of gold. If A follows the rules, this will reduce its money 
income, checking its imports and stimulating its exports, until 
it develops a monthly surplus of exports over imports (or, more 
accurately, of credits over other debits) equal in value to the 
monthly sum it lends abroad. The country receiving the loan 
will have an inflow of gold which will raise its money income 
until it develops a corresponding surplus of imports. Of course, 
the increased exports of A need not go to the borrowing country: 
the transfer may take place via third countries. Interest receipts 
by A, and repayments to A of loans which it made in the past, 
will have the opposite effects. 

■ (3) Reciprocal Supply-and-Demand of Goods and Services 

This is subject to many influences, several of which may 
change simultaneously. Apart from changes in monetary and 
trade policy, the main possible changes are in population, 
capital, technique, and demand. We shall discuss them under 
those headings. It should be remembered that it is always 
changes relatively to other countries, and not absolute changes, 
whieh are important in this context. 

(a) Changes in Population 

Suppose tliat there- is a considerable increase — say from 
immigration — in the population of A, and.not of other countries. 
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If monetary and banking habits in A do not change, the 
demand for money in A will increase. Incomes and prices in 
A will therefore- tend to fall. Its exports will be stimulated and 
its imports checked. Gold will flow from other gold-standard 
countries to A and will stay there. Incidentally the terms of 
trade will probably become less favourable to A. For she is 
likely to offer more of her exports on the world’s markets, thus 
depressing their prices, and to demand more of other countries’ 
export goods, thus raising their prices. The volume of inter- 
national trade is likely to increase. 

{b) Changes in Capital 

Suppose that the people of A save more than before, investing 
at home, so that the capital in A increases relatively to that in 
other countries. After a time, this will lead to an increase in 
the volume of output. The export industries will probably share 
in the increase of capital and therefore of output. Hence the 
prices of A’s export goods will fall and, assuming that the foreign 
demand for them is fairly elastic, the total value of A’s exports 
will increase. But the total value of A’s imports is unlikely to 
rise as much. For by hypothesis the output of A’s domestic 
goods — ^which will be to some extent substitutes for imports — 
will have increased and their prices will have fallen; but the 
prices of imported goods will not have fallen. Hence A has an 
excess of credits over debits and acquires more gold from other 
gold-standard countries until her increased monetary stock of 
gold enables her to have a bigger money income than before 
whilst retaining her old proportion of gold to money income. 

(c) Changes in Technique 

A very similar analysis applies when greater technical progress 
occurs in A than in other countries, assuming that it affects the 
export industries of A (and the domestic industries of A whose 
products are substitutes for imports). It may be the result of 
chance : for example, inventions may be made which apply to 
the export industries of A more than to other industries. Or, 
more probably, technical progress in A may go hand-in-hand 
with an increase of capital in A. What will happen ? 

The prices of A’s export goods will fell. If the foreign demand 
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for them is fairly elastic, foreign countries tviU spend more money 
than before upon them. But A’s demand for imports will fall, 
at first, because her money income remains the same and her 
domestic goods fall in price whereas her imports do not. Hence 
gold tvill flow to A. Then her demand for imports ■ivill recover 
— partly because her money income will be larger and partly 
because money costs elsewhere will probably fall (since factor- 
prices elsctvhere will probably fall). In the new equilibrium 
A will have more gold and a bigger money income than before, 
the terms of trade will be somewhat less favourable to A than 
before, and the volume of international trade will be greater 
than before. 

Another gold-standard country, say B, will be somewhat 
better off than before if she follows “the rules” — namely, allom 
gold to flow out and deflates, redueing her money income by 
reducing factor-prices and not by creating unemployment. B 
tvill have a lower money income them before but her home- 
produced goods tvill be correspondingly cheaper and she rvill 
obtain more imports than before for any given quantity of 
exports. 


(d) Changes in Demand 

Suppose that there is a fall in the foreign demand for the 
export goods of country B. This may be due simply to a change 
in the tastes of foreign consumers. It may be due to the fact 
that foreign countries place greater restrictions than before on 
the import of B’s products. It may be due to changes in know- 
. ledge which enable coimtries to substitute home-produced goods 
for goods which they previously imported fi’om B or which enable, 
for example, 9 tons of coal to do the work previously done by 
10 tons. (This tvill diminish the amount of coal required if the 
elasdcity of demand for coal is less than unity.) Or it may be 
due to a change in relative factor-supplies abroad which make 
the comparative-cost conditions less favourable to B than before. 

B may be able to lessen the fall in demand for her exports 
by changing their composition. But in any event, the tendency 
be for B to lose gold until the consequent reduction in her 
money income cuts down her demand for imports to the value 
which she can pay for. 
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5. THE MONETARY POLICY OF THE GOLD- 
STANDARD SYSTEM 

We have been considering what forces deternnine how a given 
stock of monetary gold is divided among the various countries. 
The money income of a country, as of any area, equals the value 
of its production plus its net income from foreign investments or 
minus its net interest payments made abroad. But its money 
income in the sense of the amount available for expenditure of 
all kinds will be increased by inward and diminished by outward 
movements of capital. The “rules” are designed to give each 
country that money income to which it is entitled relatively to 
other countries. If a country is losing gold, that is a sign that its 
money income is too large relatively to the money incomes of 
other countries, and should be reduced. If its monetary author- 
ities intervene to maintain its money income, despite the ten- 
dency to lose gold, they probably do so by inducing inward 
movements of capital which would not othenvise have taken 
place or restricting outward movements, as explained in section 
3. The theory of the gold standard, as we have outlined it, 
relates to the relative incomes of the various countries. 

There remains tile question of what forces determine the 
absolute levels of money incomes within the gold-standard system. 
All the countries in this system are virtually sharing a common 
currency, based on gold. An increase in the stock of monetary 
gold tends to raise money incomes and prices tvithin the system 
as a whole. So does a general fall in the demand for money or, 
in the language of some writers, an increase in the velocity of 
circulation. Technical progress tends to increase output and to 
bring down prices but not money incomes. The opposite 
changes tend to have the opposite effects. 

These tendencies, however, can be modified or counteracted 
by the central banks or other monetary authorities. There is no 
reason why the gold-standard system as a whole should not 
pursue its otvn monetary policy just as fully as an isolated coun- 
try. -The “rules” relate only to relative incomes. All gold- 
standard countries can inflate or deflate together, reducing or 
increasing their ratios of gold stock to money income, tvithout 
impairing the stability of their exchange rates ^^rith one another. 
And in fact gold has long been a “managed” currency : changes 
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in the supply of gold or in the demand for money have not been 
permitted to exert an uncontrolled influence on incomes and 
prices within the gold-standard system. 

The various monetary authorities might meet together from 
time to time to decide on an agreed policy for the system ^ a 
whole. During the inter-war years there were some meetings 
between representatives of leading central banks or Treasuries in 
order to "co-ordinate” their monetary policies. .For the most 
part, however, each monetary, authority did what it could to 
raise or lower prices or incomes or to keep them stable, as it 
thought best, whilst remaining on gold. In such circumstances 
the country with the biggest income can exert the biggest pull. 
That country was the United States. 

From about 1934 to 1929 there was a very considerable 
increase in the output of the United States. This was due to the 
growth of investment and the progress of technique. It tended 
to reduce commodity prices, not only in the United States but 
in all gold-standard countries. But &e monetary authorities of 
the United States seem to have aimed at keeping the general 
level of commodity prices fairly stable. They therefore permitted 
a very considerable increase in money incomes. In the autumn 
of 1927 the Bank of France began to withdraw some of its 
accumulated sterling balances from London. GreatBritain sought 
international co-operation in order to avoid reducing her money 
income by deflation. The Federal Reserve Board lowered dis- 
count rates, thus relieving the strain on Great Britain by further 
increasing the quantity of money, and money income, in the 
United States. This gave a fresh impetus to the American boom. 
Wages were rising in the United States, but not as much as 
ou^ut per worker.^ Stable selling prices coupled with lower 
costs per unit produced, owing to technical progress, mean 
increasing profits. From 1924 :to 1929 profits in the United 
States about doubled. The continued expectation of rising profits 
reduced- the demand for money: people wanted to invest in 
stock exchange securities rather than to keep their assets more 
liquid. There were thus all the symptoms of a boom, except 
that commodity prices remained fairly stable. 

^ From 1993-5 to 1929 pay-rolls divided liy.tbe index of production de- 
dined nearly 10 per cent; See H. Barger in me Journal tf Political Economy, 
December, 1935. 
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Moreover, from 1925 to 1930 the United States lent over 
6000 million dollars overseas. This enabled the borrowing coun- 
tries, mainly in Central Europe and South America, to maintain 
or increase their money incomes without losing gold. 

The American boom ended with the collapse of security 
prices on Wall Street in October, 1929. There was a great in- 
crease in the desire to be liquid rather than to invest and 
commodity prices began to fell, which meant that they fell not 
only in the United States but throughout the gold-standard 
system. After a time, American investors practically stopped 
lending abroad. The boom conditions which Germany and some 
other countries had enjoyed, partly on the basis of loans made 
to them by the United States or Great Britain, came abruptly 
to an end. Such countries now had to create an export surplus 
to cover their interest and repayments due to foreign creditors. 
Most countries exporting mainly agricultural products had been 
borrowing and were doubly hit, for the prices of their exports, 
which had already fallen somewhat since 1928, fell heavily and 
at the same time their inflow of loan-money dwindled. There 
were considerable defaults on debts due abroad. Countries such 
as Australia and the Argentine felt that they could not face the 
drastic reduction in money income which would have been neces- 
sary to enable them to -remain on gold, and they left the gold 
standard. Great Britain followed their example in September, 
1931, and was herself followed by a number of other countries. 

We shall not discuss what monetary policj' an isolated country, 
or the gold-standard system as a whole, ought to follow. The 
foregoing brief remarks are intended merely to show that much 
of the criticism which has been levelled against the gold standard, 
on the ground that it worked badly during the 'Uventies and led 
to the great depression, is really without foundation. The gold 
standmd did not work badly. It was badly worked. Some coun- 
tries, notably Great Britain, did not foflow the rules. Other 
countries overborrowed. The Federal Reserve Board — urged in 
1927, as we have noted, by Great Britain — followed an infla- 
tionary policy, and by its fbrmgn lending permitted borrowing 
countries to do the same. Thus the monetary policy of the gold- 
standard system as a whole was, admittedly, a bad one. But this 
is not an argument against the gold standard as such. 

The world’s monetary stock of gold has grotvn from just over 
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600 million ounces of fine gold at the end of 1931 to nearly 
800 ihillion at the end of 1936. 35-3 million ounces were pro- 
duced in 1936 as agai^t 22-4 million in 1931. This was due 
partly to gold discoveries in Russia (whose output is estimated, 
not very reliably, to have grorvn iiom 1-7 million ounces in 1931 
to 7*4 million in 1936} but mainly to the rise in the price of gold. 
Gold-producing countries have left the gold standard and the 
value of their currencies has fallen in terms of gold. The rise 
in the labour and other costs of gold production has been less 
than the rise in the price of gold and this has led to an expansion 
of output. The world stock of monetary gold measured in dollars 
or sterling has more than doubled since 1931, for the price of 
gold in dollars or sterling has risen by 60 to 70 per cent. This 
means that if there is a general return to the gold standard the 
leading countries will have to agree upon the absolute levels of 
money incomes desired and make thrir monetary arrangements 
conform to this joint policy. Probably they will want to avoid 
the inflationary eflects which would result if the greatly increased 
stock of gold were permitted to produce a corresponding increase 
in money incomes. The Uruted States and Great Britain were 
virtually “sterilizing” a great deal of gold before the war, and 
tvould doubtless have continued to do so. 

6. THE MERITS AND DEFECTS OF THE GOLD 
STANDARD 

The great advantage of the gold standard is that it provides 
practically fixed rates of exchange between the countries on it. 
This is a very real boon to traders and investors, for it removes 
the risk of loss from fluctuations in the exchanges. Hence it 
greatly facilitates international division of labour and inter- 
national investment. The gold-standard system as a whole gains 
by having virtually a conunon currency in the same tvay that 
a country gains by having a single currency instead of a separate 
one for each of its various local areas. 

Of course any international standard would achieve this result. 
Indeed, it could be achieved simply by an agreement between 
Ae varioiis Governments to keep exchange rates fixed at a given 
level. But the only common standard at all likely to be accepted 
by most important countries is the gold standard. 
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Tlic gold standard, however, loses most of its tortue if tradeis 
and investors fear that it may not be maintained. The stimulus 
which it gives to foreign trade and investment depends on their 
confidence that exchange rates will in fact remain stable. For 
example, on ist October, 1936, the French fianc was devalued. 
Its gold equivalent was to be between 43 and 49 milligrammes of 
gold t^ths fine, instead of 65*5. One of the strongest arguments 
for devaluation was tliat for months or even years there had 
been a general distrust of the fianc. It was thought that France 
would not be able to remain on gold at a parity of 63-5 milli- 
grammes. It was hoped that devaluation would end this uncer- 
tainty. In fact it did not, for traders and investors feared 
— rightly, as it turned out — ^that the big rise in labour costs due 
to tlie Blum policy would make it impossible for the fianc to be 
held even at its new and lower lev'el. In the same way, the 
agreement reached in October, 1936, between the Governments 
of the United States and Great Britain is virtually an agreement 
to keep the dollar-sterling exchange rate fairly stable. But either 
Government can depart fix>m it at a day’s notice, so that it has 
inspired much less confidence dian if Great Britain had returned, 
like the Uruted States, to a jure gold standard. Again, a 
Government which saj’s that it is on the gold standard but 
reserves the right to change the gold parity whenever this seems 
desirable, or which fixes a wide margin (within w'hich the 
exchange v'aluc of its currency can var^') between the price at 
which it will buy gold and the price at wliich it will sell gold, 
will not create confidence that its e.xchangc rates will remain 
stable. The case for the gold standard is a case for a strict dejure 
gold standard, with each country following “the rules” so that 
no gold-standard currency becomes distrusted. 

Obviously the benefit of stable exchange rates provided by 
the gold standard vraries with the number of countries on it. If 
only one country were on gold, no exchange rate would be stable. 

A defect of the gold standard, with banking systems as they 
are, is tliat gold mbv'ements lead to changes in interest rates, 
so that investment is stimulated or checked solely in-order to 
expand or reduce money income. 

Some aiguments against the gold standard spring mainly firom 
misunderstanding. Thus it has been urged at times that gold 
is “maldistributed” between countries w'hen its distributian is 
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due to the fact that some coimtries, like France, maintain a large 
ratio of gold stock to money income, or to the fact that 'the 
gro-\vth of the gold exchange standard has resulted in the trans- 
ference of gold to two or three leading centres, or to the fact 
that the value of output has increased much more in some 
countries than in others. Again, it is sometimes claimed that 
the proper working of the gold, standard requires creditor 
coimtiies to continue lending to borrotving countries even after 
it has become clear that the latter are in difficulties because 
they have been living partly on foreign loans and that they 
may be unable to pay interest on their existing external debts. 

On the other hand, the claim that the gold standard prevents 
inflation is false. It is true that a country cannot remain on gold 
and at the same time raise its prices relatively to other gold- 
standard coimtries. But the system as a whole can inflate, as we 
have seen. Moreover, although the total stock of monetary 
gold does not change very much over a short period (since gold 
is very durable) the demand for money in gold-standard 
countries may change greatly within a very short time. It is an 
illusion to think that the gold standard ensures a stable price- 
level or prevents booms and depressions. The monetary policy 
of the gold-standard system, like that of a country with an 
independent currency, may or may not be wise. 

The general case for free exchange rates is that a country on 
gold cannot follow an independent monetary policy. In pat^ 
ticular, at times it may be compelled to deflate quite considerably 
in order to stay on gold. Deflation is usually unpopular. It 
increases the relative burden of fixed charges, such as interest on 
the National Debt and on mortgages and debentures. It reduces 
expected profits and checks investment. If wage-rates are fairly 
rigid, deflation may lead to a considerable increase in unemploy-, 
ment. Many countries left gold after 1929 rather than face the 
drastic deflation which would othenvise have been necessary. 
A country with an independent currency need never deflate. 
It can correct an adverse balance of payments by letting the 
exchange value of its currency fall, ivithout reducing incomes in 
terms of its own monetary unit. Nevertheless free exchange 
rates cannot secure full employment if occupational tvages are 
rigid and there are obstacles to the mobflity of labour, nor can 
they prevent a fall in' real income if a country is freed ivith a fall 
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in the demand for its exports. They give a country a free hand to 
fix its ovm level of prices and money incomes at the cost of 
restricting international trade and investment 


7. DEVALUATION 

At this stage, we may remind the reader that we concluded 
the chapter on Balances of Payments by pointing out that there 
are five methods by which a country can try to correct an adverse 
balance of payments. These five methods are, briefly, exchange 
depreciation, deflation, devaluation, exehangc control, and 
restriction of imports. We may also remind him that nearly all 
the difficulties associated trith balances of pa^nnents arise fhim 
the existence of separate national Stales with separate currency 
and banking systems. 

The last chapter discussed free exchange rates, under which 
the first method is adopted. Tlie present chapter has discussed 
the gold standard, under wliich the second method is adopted. 
The next chapter gives a general discussion of exchange control : 
the method adopted by countries which wish nominally to stay 
on gold without following tlic rules of tlic gold standard. The 
final chapter g^ves a general discussion of restrictions on imports. 
The present sccdon discusses briefly the tliird method, namely, 
devaluation. 

A country which docs not wish to deflate sufficiently to remain 
on gold at its existing parity but wants ncvcrtliclcss to retain the 
advantage of stable exchange rates provided by the gold standard 
may decide to devalue its currency. To devalue is to reduce the 
gold parity of its currency. A country may devalue overnight, 
or it may leave the gold standard and return to it, at a lower 
jtarity, after an interval of montlis or years. 

If all tire countries on the gold standard were to devalue at 
the same time and to the same extent, their rates of e.xchangc 
with one another would remain as they were before. The price 
of gold, and the value of existing stocks of gold in central banks 
and elsewhere, in terms of the devalued currencies, would rise 
at once. For to devalue is to fix a higher price for gold in terms 
of one’s otvn currency. Thus the “profit" on the French 
devaluation of ist October, 1936, amounted to between 16 and 
ty milliard francs (of wliich 10 milliard were transferred in gold 
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to the -French Excliange Equalization Fund). Such a “profit” 
is of course only nominal in so far as the gold does not buy more 
goods' than before on the world’s markets but it may make a 
welcome contribution to the budgets of the devaluing countries. 

The rise in die nominal value of stocks of monetary gold 
makes possible, if desired, a considerable expansion of bank 
credit without reducing the customary ratio of gold stock to 
money income. The United States left gold in the spring of 
1933) returning early in 1934 at slighdy under 60 per cent of 
the old gold parity, largely in order to pave the way for a rise in 
her internal incomes and prices. 

The rise in the price of gold -will probably lead to an expansion 
in the amoimt of gold produced. The price of gold rises at once 
in terms of the devalued currencies but the costs of producing 
it probably rise less. Hence output tends to expand (although it 
should be noted that in South Afiica the first effect is some 
reduction in output owing to lower-grade ore being worked) 
imdl, under competition, the marginal cost of producing gold 
rises sufiidently to equal the new and higher price of gold. 

During recent years a number of currencies have been 
devalued, some of them more than once, although there has been 
no simultaneous devaluation by all gold-standard coimtries 
acting in concert, and exchange rates between them have 
therefore varied considerably firom one time to another. The 
world stock of monetary gold, measured in dollars or in sterling 
or in fiancs, has more than doubled since 1931, and the annual 
output has increased by more than 30 per cent. 

Suppose now that only one country devalues. The exchange 
value of its currency, rdadvdy to other gold-standard curren- 
cies, will be correspondingly reduced. This will tend to stimulate 
its exports and other cre^t items and to check its imports and* 
other debit items. If its balance of payments -was continuously 
adverse before the devaluation, it will now tend to become less 
adverse or to become fevourable. We may note, however, that 
this did not happen in the case of France, who was unable to stay 
on gold even at the lower parity adopted on ist October, 1936. 
This was largely due to the very considerable rise in labour 
costs which took place at the same time and counteracted the 
stimulus to exports. It was partly due to the fact that the bulk 
of French imports came in under quota, and therefore imports 
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were not restricted by the reduced exchange value of the 
franc. 

Devaluation gives a country, provided that most other countries 
do not follow its example, the relief of a reduction in its exchange 
rates whilst enabling it to remain on gold. But the advantages 
of remaining on gold are secured only if there is general con- 
fidence that the country can and will maintain the new parity. 
If a currency is devalued again and again in the course of a few 
years, traders and investors cease to have confidence in it 
Devaluation is a serious step which fails in its purpose if it is 
lightly undertaken only to be followed by a fresh devaluation 
later. 



CHAPTKR XXIX 
EXCHANGE CONTROL 
t. THE MOTIVES FOR EXCHAKGE COKIROL 

Ol'hivo thr CJir.n Urjii mion. a number of l•ouIllrics adapted, 
and Hunt of tlirni -till rrtntn. a s\-5tcm of rontrolliiiK all foreign 
carliant;c tiniuaciion' : a jptrm far inoie eninpicte and far- 
rrarldnr tlian inerr. intervention in the foreign rxeliaiigr market 
by an Exebange Etpiali/ation Fund. \Vr rball iiiscu<it this ss'stem 
sn.'.inb 'vitb irf'-irjiir ici prr-uar Nn7.i Clntiiany, but most of 
nut trniail.- •.■•ill apply to tuber cimntrirs whicli have adopted 
it well to (ietitiany. 

fJermaiiy has dcvrloprd thi*. rx'Strin fii thoroughly that the 
(jertnan (.JosTrntnetit, ihromdi the Kcieh'.banl:, has iilmost 
enmj'tfte rtrutrol of foreigtt trade. Xo (Irnnan can import 
isithoul a liernre. lirnrr the titivcmmrnt ean give prrceticncc 
to m.itetials retpiired for annainenis and other imports deemed 
r-i-!iii:il, •.vhil'.t rrrtiietim'. imjKirt.s of roikIs, siirh ns ItixuiT 
.uticlrr, sshieh it ron-iileri le-.t imiKutant. tltKuls roniing from 
retiain ccumtiie-. ran be favnurrtl as at;ain.'.t giytds coming from 
ntheie. I’aitieul.if binil'. of rX|K>it.s, or rxpoits to particular 
enuntrie-., ran be Mibiidiretl to .a grr.iter or Irr.s extent. Ilrncc 
rxchangr ronitol, together v.-iih thr |Knvcr to vary import duties 
ami railway rates, has Iwrornr the hamlmaid of politics. It is 
an insirnnieiii ol ee.ntral planning. 

It was atiopird in the lint place as an rmrrgrnry measure. In 
the suinntrr of tp;|i. after the (Jrnitan hanking crisis, the’ 
llrichshank was Irfi svitit a s-rry ilrplrird and quite inadequate 
gold rir.erve of something os-rr a tnilliaid marEs. Some 3 milli.'ird 
marks of •Itort-tetm cmlits had alrratly Itccii svithdrasvn since 
the Iteglniiing nf ipUl and fmihrr ss'ithdrawals were almost 
reriain. Crtman seeiirilirs. ami other a''ris were heim; sold and 
rimvrtirtl into fotrigii rxrliangr. (Irmtany was faring a flight 
from the mark. 

The orihrxiox roursr —if she wanted to stay on gold at the 
existing parity-- svas to ilenalc s’igorotisly, hoping that high 
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rates of interest would deter capital from leaving and perliaps 
even attract some from abroad. But defiation could not have 
coped with the immediate danger of a flight of capital and would 
have increased unemployment. Another possible coiu^e was to' 
go off gold and let the exchange value of the mark find its ovm 
level. But the general public remembered the hyper-inflation in 
Germany after the last war, and associated a fall in the exchange 
value of the mark with inflation. This course, therefore, might 
well have created panic and confusion due to a general belief 
that the purchasing power of the mark would depreciate. 
Moreover, it would have increased the apparent burden of fixed 
charges expressed in other currencies and payable abroad, for 
more marks would liave been needed to provide a given sum in 
dollars or pounds or francs. 

Similar arguments applied against devaluation. Later, it 
was doubtless realized tliat although a sufiSdently large devalu- 
ation might maintain equilibrium in the balance of payments . 
and permit exchange control to be abandoned, the consequent 
all-round stimulus to German exports would enable creditor 
countries to claim and possibly to seize, by means of payments 
agreements, a much larger share of the sums due to them. 
Much of the loans made to Germany before the slump had been 
malinvested. It tvas most unlikely that Germany wo^d be able 
to meet her interest and repayment charges in full. It happened 
that exchange control enabled her virtually to default on most 
of her foreign debts on the ground that foreign exchange was not 
available to permit the money to be transferred. And exports 
could be directed mainly towards non-creditor countries. 

Thus excliange control began in the summer of 1931, with 13 
milliards of short-term credits due for repayment in the near 
future, with interest due on a long-term debt aggregating nearly 
ao milliard marks, witli the gold reserve extremely low, and with 
a flight from the mark gathering force. It was adopted to give 
temporary relief and it has become a leading part of economic 
policy. 


2. THE METHODS OF EXCHANGE CONTROL 
The object of exchange control, as we have seen, is to prevent 
a flight of capital and to prevent the gold reserves of the central 
bank fix>m becoming further depleted — indeed, if possible, to 
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increase them — ^without deflating and whilst nominally maintain- 
ing the exchange value of the currency. At this exchange value, 
the demand for foreign exchange greatly exceeds the supply. 
Exchange control, therefore, must restrict the demand for foreign 
exchange whilst endeavouring to increase the amount of it 
supplied. 

The most rigid method is to compel all foreign exchange 
transactions to take place through a central office, under the 
control of the central bank. Thus anybody can obtain any 
quantity of marks, giving foreign exchange in return, at the 
official rate. But no German can obtain foreign exchange, 
giving marks in return, without special permission. This is 
given for "essential imports” — ^the amount of foreign exchange 
to be doled out to purchase any particular foreign good, and the 
importers who are to receive it, being determined by consulta- 
tion with the various Chambers of Commerce in Germany. A 
little foreign exchange may be given, at the official rate, to 
Germans wishing to travel abroad; and some is used for paying 
Government debts abroad, wholly or in part. 

We may perhaps supplement this -general account by naming 
certain measures tak^ to restrict the demand for foreign 
exchange and to prevent a flight of capital through evasion of the 
regulations. It will be appreciated that foreign merchants 
would be glad to buy marks at, say, zo to the pound instead of 
about iz to the pound in order to use them to pay for German 
goods which they would import or had imported. On the other 
hand, German importers (unable to obtain sufficient foreign 
exchange fit>m the central office) might make good profits if they 
could obtain more forrign exchange, even at a rate of about 
zo marks to the pound. Again, foreign owners of assets frozen 
in Germany might be glad to recover their capital even at this 
rate. Hence there is clearly an incentive for people to exehange 
marks for foreign exchange at a rate considerably lower than the 
official rate. Hence a "black bourse” arises. A perfect system 
of exchange control exeroses such vigilant supervision, and 
enforces such heavy penalties for illegal dealings, that a black 
botuse cannot flourish. The purchase of foreign securities by 
nationals is made illegal. The export of, say, German notes is 
prohibited (since foreign exchange would be given for them which 
might otherwise come to the central office) and in some countries 
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the re-import of such notes is ako prohibited. Imports are 
scrutinized to make sure that the German importer has not 
induced hk fordgn supplier to invoice the goods above their 
actual price and to invest the dificrence (abroad) on hk behalf. 
Foreigners are not allowed to seU their German assets and 
convert the proceeds into foreign exchange. 

The treatment of short-term credits due to foreigners deserves 
special mention. The foreign short-term debt of Germany in 
1931 was about 13 milliard marks. About half of this (conskting 
of acceptance credits and bank advances granted to German 
banks and business firms by foreign banks and finance houses) 
came under the “Standstill Agreement.” The ereditors agreed 
not to press for more than a very moderate rate of repayment, 
and to go on re-lending the money, which by a useful fiction 
continued to be treated as sdf-liquidating. As time went on, 
this indebtedness was considerably reduced, by creditors 
accepting payment at a dkcount and by the depreciation of 
the pound and the dollar. It k now below i-o mUUard marks. 
Similar agreements were made with some other short-term 
creditors (who had lent, for example, to German municipalities) 
and the rest were forbidden — ^by unilateral acuon on the part of 
the German Government — to withdraw their capital in foreign 
exchange. In these ways, the demand for foreign exchange was 
restricted. 

As to the supply of foreign exchange, it was decreed that all 
foreign currencies and vtilues held by nadonak were to be 
sold to the monetary authorities; similarly tvith the proceeds 
from goods and services exported. Of course, there V'as a strong 
tendency to evasion, for more marks could be obtained for foreign 
exchange by selling it illegally. An obvious form of evasion k 
to quote lower prices for German exports than the prices 
actually paid — the German exporter thus getting foreign 
exchange svithout the knowledge of the central bank. In order 
to counter thk, there is Government supervkion of export 
prices. 


3. BLOCKED ACCOUNTS 

Exchange control created a large number of blocked accounts. 
A blocked account is a deposit in marks at the Reichsbank in 
favour of a foreigner. But the foreigner who owns it is not 
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allowed to draw upon it, or is allowed to do so only to a limited 
extent and for a specified purpose, such as to cover his personal 
expenditure whilst travelling in Germany. The account remains 
"blocked.” 

These accoimts arose in various ways. For example, German 
importers who were quite solvent might be refused foreign 
exchange to pay for goods which they had already receiv^. 
They paid in marks, but these marks went into block^ -accounts 
in the names of their creditors. Again, many payments due on 
foreign debts were blocked. Thus when in June, 1933, the 
German Government aimounced that it would be forced to 
suspend the transfer of payments on all foreign debts except 
the Datves and Young loans, the sums due were paid into blocked 
accounts in the names of the creditors. Short-term credits and 
sales of securides and other assets held in Germany by foreigners 
also gave rise to blocked accounts. 

The existence of these accounts enabled Germany to subsidize 
certain exports at the expense of foreign creditors. Some of the 
latter were prepared to cut their losses by “selling” their accounts 
to the Rcichsbonk in return for their own currency, taking, say, 
40 per cent less than they were endtled to receive if the exchange 
value of their marks had been calculated at the official rate. 
The "profits” on such sales constituted a fund out of which the 
Rcichsbank subsidized selected German exports. 

During recent years blocked accounts have been diminishing. 
Their aggregate value in 1936 was only around 500 million marks. 
Foreigners have become wary of selling goods or other^vise giving 
credit to Germans tvithout some kind of guarantee that they 
would be paid in their own currency. German exports are now 
subsidized mainly out of a fund created for the purpose by a 
special tax imposed on all German industry, and the great bulk 
of the foreign trade of Germany takes place under clearing 
agreements or payments agreements. 

4. CLEARING AGREEMENTS 

Exchange control gave rise to many clearing agreements. 
These were usually insisted upon, in the interests of their 
nationals, by countries exporting to a country practising exchange 
control. We can take the Swedish-German Agreement of rst 
September, rg34, as an illustration. 
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Swedish exporters to Gcrmjiny had not been paid in full in 
their own currency but partly in blocked mark accounts. This 
naturally discouraged faiiher exports to Germany. But in 1933 
the export sinplus of Germany to Sweden tvas 90 million marb. 
Germany needed the balance of foreign exchange resulting finm 
her trade tvith Sweden to pay for raw materials from other 
countries, \vitli whom she had an import surplus. This placed 
Sweden in a strong bargaining position. She could, and did, 
insist on a clearing agreement by which she hoped to get payment 
for goods already delivered and for goods delivered in future 
and also to secure a larger share of the interest payments due 
from Germany to Swedish creditors. 

Under the terms of this Agreement all payments made by 
Swedes for goods imported from Germany were to be made in 
Swedish currency into a special fund at the Swedish central bank. 
Out of this fund the claims of Swedish exporters to Germany 
were to be met. The balance was to be divided between the 
Reichsbank and specified Swedish creditors of Germany, those 
who had subscribed to the Dawes and Yoimg loans taking 
precedence, and the total sum available to such creditors varying 
with the size of Germany’s export surplus to Sweden. 

On the whole, such agreements have disappointed the creditor 
countries. Their exporters, feeling assured of payment^ have 
increased their deliveries to the other country. If the latter has 
inflated, or has diverted exports to countries from which it could 
get more foreign exchmge, or if the rate of exchange fixed in 
die clearing agreement has been the official one whereas preii- 
ously transactions look place in fiict at a lower rate, the eiqiort 
surplus of the exchange-control country has been much less tlian 
was anticipated and exporters in the other country have had to 
ivait a long time for payment. Thus Sivitzcrland concluded a 
dealing agreement tvith Turkey, an exchange-control country, 
in March, 1934. During the preceding tivdve months her 
exports to Turkey were 63 per cent of her imports from Turkey. 
For the following ax months they were 188 per cent. Agmn, 
German purchases from Yugoslavia increased so much, under 
the dearing agreement bctiveen the two countries, that Yugo- 
slavia found hersdf by 1935 ivith a large balance owing to her 
from Germany, and her national bank was compdlcd to grant, 
premiums to Yugoslavs purchasing goods fixim Germany in order 
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to reduce this balance. Discontent with clearing agreements'hatf 
led to some development of what is termed' “private compensa- 
tion.” This is -virtually barter. Traders in two countries are 
allowed to make their own arrangements for- exchanging goods. 
Naturally a country with exchange control dislikes -this system, 
for it gives it no foreign exchange and partly prevents it from 
influencing the nature and direction of foreign trade. Never- 
theless such countries have been constrained to acquiesce in some 
arrangements of this kind in order to get imports which foreigners 
would not otherwise ha-ve supplied. 

5. PAYMENTS AGREEMENTS 

A payments agreement is an improved type of clearing agree- 
ment. Under agreements of the old type, exporters to an 
exchange-control cotmtry had to wait their turn to receive 
payment out of the fond created by the payments of their 
fellow-countrymen who had imported from that country. They 
sometimes had to wait many months. Their working capital 
was thus tied up and uncertainty as to when they would receive 
payment discouraged further transactions. 

The agreement of November, 1934, between Great Britain 
and Germany limits the latter’s imports from Great Britain in 
any month to 55 per cent of the value of her exports to Great 
Britain dining the last month but one. Apart from a sum ear- 
marked at the beginning to dear off existing commerdal debts, 
the surplus 45 per cent is partly used to pay certain interest and 
other charges, the rest being placed at the free disposal of the 
Reichsbank. Thus a German importer who has been granted 
a permit to import from Great Britain and to get foreign exchange 
for that purpose knows that he will in fact get the required 
amount of sterling in two months. The British exporter can be 
assured of payment in tivo months by his German customer 
(assuming of course that he is solvent) and both parties can 
use- the ordinary fadlities of the banking system to obtain over^ 
drafts or discount bills in order to finance the transaction. There 
is direct contact all the time between buyers and sellers and the 
latter must pay attention to the credit standing of their customers 
instead of relying upon the administrati-ve arrangements made 
■ by their Governments. 
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In .these tvays payments agreements are an improvement on 
the old type of clearing agreements. Both, however, are directly 
due to exchange restrictions and reflect the disadvantages of that 
system. In some countries, it has led to considerable corruption 
among the host of ofiicials administering it. Everywhere it has 
diverted foreign trade from the channels indicated by the com- 
parative-cost situation. Germany, for example, has bought goods 
from countries other than those which produce them most 
cheaply because she could “pay” by giving a credit at the 
clearing instead of actually providing foreign exchange, and 
other countries have bought from her rather than elsewhere in 
order to get something in return for their previous sales to her. 
There is no doubt that exchange restrictions have considerably 
kept down the volume and altered the directions of world trade. 



CHAPTER XXX 

IMPORT DUTIES AND QUOTAS 

I. ARGUMENTS FOR PROTECTION 
Complete fi-ccdom of foreign trade is quite exceptional. Nearly 
every country has always imposed restrictions on at least some 
of its imports, although the nature and extent of these restrictions 
have varied betsveen coimtries and have been different at 
different periods. Various forms of restriction have been prac- 
tised. For example, importers have been forced to comply with 
burdensome administrative regulations, railway rates on inward 
movements of goods have been made higher than on outward 
movements, uimccessarily severe rules imposed in the alleged 
interests of health and hygiene have kept down imports of live 
animals and other goods, and, as we have just seen, exchange 
control permits the Government to curtail imports as it wishes. 
But the most usual devices have been to impose taxes knosvn as 
“duties” or “tariffs” on some or all imports or to restrict the 
quantity imported to a stated maximum fixed by a “quota." 
This maximum may be nil : ' that is, the import of some goods 
may be prohibited. Our discussion will be confined mainly to 
import duties and import quotas. 

Import duties imposed by a country on goods which it does 
not produce or accompanied by equivalent “excise duties” on 
similar goods produced at home arc said to be “revenue duties.” 
The British duties on tobacco are an illustration. If the quantity 
imported and consumed is not appreciably reduced by the duty, 
the demand being fairly rigid, there is little diversion of produc- 
tive resources within the country. But if imports and consump- 
tion are considerably curtailed, fewer factors of production are 
employed in the export industries, for in the long run to cmtail 
imports is to curtail exports. We sh^ be concerned mainly with 
“proteedve” duties, designed, to. encourage the production- of 
similar domestic goods. 

The support given to Protection springs partly from a belief) 
which has persisted through the centuries, that it is desirable to 
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sdmtilate exports and curtail imports. At first sight this belief 
seems very odd. The standard of living depends on goods 
produced for home consumption and imports; exports are 
consumed by foreigners. If it were somehow possible for a 
country continuously to get more imports in return for fewer 
exports, one would expect its citizens to welcome the scheme 
instead of trying to do the opposite. In the past. However, an 
export surplus has often been desired as a means of obtaining 
gold. Moreover, at times when there is heavy unemployment 
in the export industries, the desire to stimulate exports is quite 
understandable. Bounties or subsidies have often been granted 
on exports. For example, afler the last war most leading coun- 
tries subsidized their shipping. But export bounties cost a 
Government money, whereas import duties bring it revenue, so 
that the latter have been much more popular than the former. 

Some ailments for Protection which carry much weight with 
the general public are mainly fallacious. A leading example of 
these is the argument that imports from countries with low wages 
should be taxed in order to prevent the standard of living of 
workers in the home country from being reduced. We exposed 
the fallacy of this contention in Chapter XXV, section 6. Ag^, 
those concerned with a particular industry may urge that protec- 
tion against competing imports would enable that industry to 
expand. Nobody disputes this. But the real question is whether 
it would be desirable for the country as a whole to bring about an 
expansion of that industry at the cost of a contraction in the 
export industries. The expansion of industry A will doubtless 
increase the purchasing power of its workers and shareholders, 
but if consumers spend more on the products of A, they will 
have less to spend on other products, including imports, and 
foreigners will therefore have less to spend on the exports of 
that country. 

Some arguments for ' Protection are based mainly on non- 
economic -conriderations. Thus a country may stimulate its iron 
and steel industry in order to be better prepared for war, or may 
protect agriculture because' it is thought desirable to maintain 
a fairly large agricultural population. An economist can only 
point out the sacrifice, in the form of a standard of living lower 
than it would otherwise be, entailed by such policies, leaving states- 
men or citizens to decide whether the sacrifice is worth making. 
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Some arguments for Protection are based on economic analysis. 
For example, it has been urged, and rightly, that import duties 
or taxes on exports tend to turn the terms of trade in favour of 
the country imposing them. They may enable that coimtry to 
take fuller advantage of its monopolistic position as a seller or 
buyer. Thus the erqjort taxes imposed on rubber, under the 
Rubber Restriction Scheme, by Malaya doubtless enabled her 
to get more in return for her rubber than she would otherwise 
have obt^ed. Again, the restrictions imposed on the import of 
agricultural products by most countries in Western Europe 
during the Great Depression undoubtedly kept dosvn the prices 
of such products^ and turned the terms of trade further in favour 
of the countries importing them — although most of the benefit 
of this vrent to Great Britain, since such cotmtries as France, 
Germany,; and Italy cut down their agricultural imports to very 
low levels. It should be remembered, hotvever, that the terms 
of trade of a country are merely the relation between two sets 
of world prices; those of the goods it exports and those of the 
goods it imports. It is seldom that one country alone can exert 
a considerable infiuence on relative world prices. Moreover, 
its loss firom the restriction of international division of labour 
may be greater than its gain fi'om improved terms of trade. 
Another famous argument is that in favour of protecting “infant 
industries” which are suited to the country but which require 
a period of help during which they can establish themselves 
against existing foreign competitors and become sufficiently 
strong to dispense with further aid. 

Nevertheless, tariffs for which there is a case on theoretical 
grounds have seldom worked well in practice. The imposition 
of duties by .one country often leads to retaliation by others. 
Infant industries practically never grow up but on the contrary 
demand increased protection. A protective tariff usually gives 
rise to “log-rolling,” pressure on the Government by vested 
interests seeking more protection, and, in some cotmtries, a good 
deal of corruption. Whatever may be said for protection in 
theory, fine trade seems best in practice, and there is always 
the graeral case for fine . trade, which few people without 
economic training really understand: namely, that it promotes 

t On the world market. Their prices were much higher inside the “pro- 
tecting** countries. 
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international specialization and thereby enables the productive 
resources of a country to be put to their most advantageous 
uses. But the case for Protection as an emergency measure 
deserves special mention. 


2 . PROTECTION AS AN EMERGENCY MEASURE 

Great Britain might possibly have adopted Protection in 1930 
or 1931, before she left the gold standard, as an emergency 
measure. She had an adverse balance of payments which seemed 
likely to continue for some time. One possible course tvas to 
reduce her money income. But it was tvidely believed that 
money wages were fairly rigid. It tvas thought that tvage-eamers 
would not object to a rise in the cost of living but would resist 
any considerable cuts in money wages. It followed from these 
assumptions and from the fact that the demand for imports tvas 
fairly rigid, that the orthodox policy of deflation -would have led 
to a big increase in unemployment. Another possible course 
was to leave gold and let the exchange value of sterling fall 
until equilibrium was restored in the balance of payments. But 
Great Britain is very dependent on international trade and has 
large foreign investments. She therefore wished, if possible, to 
stay on gold. Another alternative was to devalue. But this 
■would have broken a tradition of over two hundred years. .In 
the circumstances, the imposition of tariffs appeared to some 
to be the least of several evils. Tariffs would have cut dotvn the 
demand for imports, thereby reducing or eliminating the adverse 
balance of payments. They tvould thus have enabled Great 
Britain to retain or acquire more gold than otherwise, and to 
maintain her money income by permitting the cost of living to rise. 

In fact Great Britain did not adopt this solution. She did 
not impose a general tariff until March, t 932, after she had 
left gold. At that time, therefore, the above argument for tatilE 
did not apply. The balance of payments could have been kept 
in equilibrium solely by permitting the exchange value of sterling 
to fall to the required extent. The new tariffs kept sterling higher 
than it tvould othenvise have been but they discriminated against 
particular imports, whereas if equilibrium had been secured 
through the exchange rates alone consumers could have chosen 
for themselves what imports they would dispense with. 
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During a depression public opinion often swings more strongly 
towards increased Protection as a palliative. There may be 
heavy unemployment and it may be possible to reduce it by 
protecting home producers against competing imports. Fuller 
employment may be deemed worth the rise in the cost of living 
due to Protection. Increased activity in the protected industries 
might even stimulate investment and promote recovery. The 
case for Protection seems to he strengthened if the competing 
imports are being sold at prices which can scarcely be profitable 
to the foreign producers. 

It was on such grounds that most countries .considerably 
increased their Protection during the first years of the Great 
Depression. In particular, the main agricultural countries of 
Western Europe greatly restricted their imports of foodstuils in 
order to protect their farmers against imports whose prices had- ’' 
fallen to around half of what they had been in 1928. 

One can sympathize with the desire for Protection as a 
depre^on measure. But once import restrictions are imposed, 
they tend to remain. It is difiScult to remove them, in the face 
of protests fiom the producers affected, when the emergency has 
passed. In practice, increased Protection by one country ofien 
breeds increased Protection by others. Agrarian protection in 
Emope, which still remains, has stimulated manu&cturing in 
the overseas agricultural countries. The rise in the cost of living 
recently in France, and to a less extent in Great Britain, has in 
&ct led to demands for higher money wages and may lead to 
greater unemployment. It is probable that the world would have 
been niofe prosperous if countries had resisted the temptation 
to increase Protection and had fought the depression in 
other ways. 


3. EFFECTS OF IMPORT DUTIES 
As we have seen, a country on the gold standard which 
imposes tariffs can thereby acquire more gold, maintaining both 
its money income and its commodity prices (except those of its 
exports) at a' higher level than they would otherwise be. "A 
country with firee exchange rates can of course have whatever 
money income it wishes. If it imposes tariffi, these r^e the 
prices of the taxed imports, but whether they afiect money 
incomes and the general price-level, and if so in what direction. 
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depends on how diey affect the "demand for money in that 
country. 

An import duty resembles an indirect tax. The price of the 
taxed commodity will always be higher inside the taxing coun- 
try, by the full amount of the duty plus transport charges, than 
on the world market. If, as is usually the case, the taxing coun- 
try takes only a small part of the total world supply of the com- 
modity, the consequent reduction in its demand will have a very 
slight effect on the world price : that is to say, consumers in the 
taxing country will bear nearly the whole of the incidence of the 
tax. But if the taxing country takes a considerable part of the 
world supply, and if in consequence of the duty its demand is 
considerably curtailed, the result may be an appreciable fall 
in the world price of the commodity: that is to say, an appreci- 
able part of the incidence of the tax tvill be borne by foreign 
suppliers. 

The extent to which the protected home industry expands 
will depend partly on the elasdcity of the home demand for the 
protected commodity and partly on the extent to which the costs 
of that industry increase (owing to the difficulty of getting 
suffident suitable skilled labour or suitable soils and so on) as 
it expands. If some imports continue to come in, this shows 
that further expansion of the home industry would lead to a 
further rise in costs and would not be profitable unless the 
import duty was increased so that the home price could be 
raised. 


4. IMPORT QUOTAS 

An import quota lays down the maximum amount — ^not 
value — of the commodity which may be imported during a given 
period. For example, the French import quota for butter in the 
last quarter of 1931 was 12,000 quintals.^ The British import 
quota for bacon is 10,670,000 cwt. a year less the expected 
British production and less the expected imports from -Empire 
countries : practically speaking, the quota applies only to non- 
Empire countries and in particular to Denmark. Import quotas 
during the recent depression were first resorted to by France in 
1931. Since then the system has been greatly extended and 
developed in France : most of her imports are now subject to 
^ A quintal is one-tenth of a metric ton. 
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quota. It has also been adopted, to a greater or less extent, 
by many other countries and especially by European countries. 

A “global” quota, which simply restricts the total amount 
to be imported of a given commodity, does not .work well.. 
Goods arrive at the frontier after the quota is filled and must be 
rcfiised, importers are not certain of getting supplies, and coun- 
tries from which only a little has been imported before the' quota 
is filled complain - of unfair treatment. A quota is therefore 
usually divided among the supplying countries. The amount 
allotted to each is usually fixed according to the proportion which 
imports of that commodity from that country have formed of 
the total imports of it during previous years. The distribution 
of the total quantity imported among different importers is 
usually determined by the Government, or by a Chamber of 
Commerce acting on its behalf, which distributes import licences. 
If so, imports are allowed to enter only if an import licence is 
produced. But sometimes a Chamber of Commerce or some other 
responsible body in the exporting country restricts the amount 
sent by issuing export licences without which the commodity 
cannot be exported to the quota country. 

Under a system of import duties the tax payments on the 
goods imported swell the revenue of the taxing Government. 
Under the quota system the difference between the home price 
(which is raised by the restriction of imports) and the world 
price tends to go to the importers. But if the exporters are 
organized, and if they hold export licences while the importers 
in the quota country bid against one another to get imports, 
this difference goes to the exporters. Denmark has gained in 
this way from the British quota on bacon, but this “gain” has 
been offset, in recent years, by the drastic limitation imposed by 
Great Britain on the entry of Danish bacon. 

Quotas are alleged to have certain advantages over duties. 
Home producers know exactly what quantity of imports rvill 
come in. It is said that quotas are more flexible than duties, 
as they usually can be adjusted by the administrative authorities 
without resort to legislation. It is also said that quotas arouse 
less protest than duties from consumers, and — because they can 
readily be altered — are more suitable as bargaining counters in 
negotiatihg trade concessions -with other countries. 

Certainly quotas have the “advantage” that they enable a 
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country to increase its Protection even when it has bound itself 
by trade agreements_ not to raise its import duties. Moreover, 
quotas enable a country to evade the Most Favoured Nadon 
dause. This clause is a feature of most trade treaties. It prevents 
discrimination in that if duties are reduced to one country they 
must automatically be reduced to all other countries enjoying 
most-fevoured-nation treatment with the country reducing them. 
But a quota is necessarily divided among the various supplying 
countries in a somewhat arbitrary way. 

A disadvantage of quotas is that they give more power to 
administrative officials and may lead to corruption. Moreover, 
unless the quota Government puts up import licences to auction 
— a course which seems never to be adopted — ^it loses revenue 
which it would have obtained from equivalent import duties. 
Above all, an import quota cuts off a country from the world 
market in that commodity. Under a stable import duty, if costs 
of production fall in exporting countries imports increase and the 
price in the home country falls. This cannot happen under a 
quota, for the amount to be imported is fixed. Under a quota 
the price of the commodity may be falling in the world market 
and rising (owing to increasing costs of producing it within the 
country) in the home market. In this sense quotas are rigid 
whereas duties permit flexibility in the amount imported. 


S. WORLD TRADE DURING RECENT YEARS 
We cannot refrain from making a few comments on the course 
of world trade since tlie beginning of the depression in 1929. 
Creditor countries cut down their foreign loans. Hence debtor 
countries had to develop an export surplus in order to pay 
interest. But the creditor countries did not welcome a surplus 
of imports, although that was the only way in which their 
income from overseas investments could be paid, and they 
tended to impose duties or quotas to keep down imports. This 
of course made matters still worse for the debtor countries. 

One country afrer another has tried, to defend itself, at the 
expense of others, from the effects of the depression. One has 
temporarily stimulated its exports by letting the exchange value 
■of its currency fall, only to have its example followed by others. 
The consequent uncertainty as to what exchange rates would be. 
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and as to which currency would fall in value next, has gravely 
hampered world trade and has led to disturbing movements of 
refugee capital. The fall in the exchange value of sterling, and 
of currencies linked to sterling, after September, 1931, exerted 
a do^vn^vard pressure on the gold prices of commodities and 
increased the difficulties of those countries which were trying to 
stay on gold. 

Increased Protection in some countries has been followed by 
increased Protection in others. If some countries become more 
self-supporting, others are constrained to do likewise. The 
exports of one coimtry are the imports of another and Protection 
is a game at which more than one can play. A country which 
flatters itself that it is keeping out imports soon finds that other 
countries are keeping out its exports. It is no accident that the 
heaviest unemployment in Great Britain and other countries 
has heen mainly in the exporting districts. 

The growth of exchange restrictions has diverted foreign 
trade from the directions indicated by comparative costs, forcing 
it into bilateral charmels and reducing its total volume. 

According to the 1937 Report of the Bank for International 
Settlements, world industrial production at the close of 1936 
was some 20 per cent above its 1929 level but the volume of 
rvorld trade was some 10 per cent below its 1929 level. To those 
who have the intellect to understand the advantages of inter- 
national division of labour, and the insight to realize what has 
been happening, the events of the last few years surely provide a 
striking argument in favour of stable exchange rates and freedom 
of trade. 
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CHAPTER XXXI 

WAR ECONOMICS 

I. WAR AND ECONOMIC PRINCIPLES 
The world is at war. War brings cruelty and terror, misery and 
ptiin. Yet we could not permit oppression and intolerance to 
rule the world and crush the human spirit for covmtless years to 
come. Our only course was to defend freedom and decency with 
our. lives. 

The present chapter' is partly a postscript, to bring the book 
up to date, but mainly a discussion of “the economics of war.” 
It refers particularly to Great Britain. 

Wars arc not tvon tvith money. Money may be useful to buy 
things svith from neutral countries. But even in peace-time 
goverrunents or individuals will seldom accept the paper money 
of another country in exchange for their products unless they 
can use it fairly quickly to purchase goods and services from that 
country; Imports must be paid for svith exports. It is true, 
however, that governments and people may accept gold in final 
payment for their goods. Great Britain paid for imports worth 
several hundred million pounds, during the early months of the 
war, by parting with most of her accumulated gold. Most of 
this went to the United States. To-day the United States and 
Great Britain are allies. In order to tvin the war, all the Allies 
should virtually !!pool” their resources: they should try to make 
the best use of their combined resources. To send money from 
one AUy. to another will riot help their combined tvar effort. 
That would be helped only by getting goods from neutrals in 
exchange for money. But there are very few neutrals left, and it 
is doubtful whether at present they wotild supply the Allies udth 
many .goods in exchange for gold. The United States now holds 
some 90 per cent of the monetary gold of the world, but this gold 
is almost useless for the war effort. 

Nor are • ■wars won , by productive capacity which is only 
poleniially available. for war purposes. The steel-making capacity 
of the Allies is frvice as great as that of the Axis powers. The 
capacity of their metal, engineering, and chemical industries is 
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about 50 per cent greater. But much of this capacity is in the 
United States and, at the time of tmting, "has not yet been 
converted to war purposes. The superior “economic potential” 
of the Allies is reassuring on a long view, but it must be used, 
and used efficiently, to make armaments of all kinds before the 
ivar can be won. 

For wars are won by having enough trained fighting men, 
adequately armed and equipped, available at the right places 
and the right times. The sinews of war are guns, tanks, aero- 
planes, warships, shells, bombs, torpedoes. The central problem 
of war economy is to get enough of these things and at the same 
time to have a latge enough army, navy, and air force, whilst 
supplying the armed forces, the tvar workers, and the rest of the 
population tvith the necessary minimum of consumers’ goods. 

Apart from supplies imported from other countries, and any 
stocks existing within the country, the only way to get these 
sinews of -war is to produce them. There are three ways in which 
the output of them can be expanded. The first tvay is to set to 
work people previously doing little or nothing — the unemployed, 
young people such as students, men who are still fairly fit 
although retired, and women who are not fully engaged in 
domestic duties and the care of children, pr who can be set free 
from such tasks. We may include alsq,^ under this head, com- 
pelling or inducing people to work more hours per week and to 
have fewer holidays. The second way is to transfer labour and 
other resources from the production of goods and services which 
can be dispensed tvith, wholly or in part, during war-time into 
the munitions industries or some other kind of essential war work. 
This implies that there tvill be fewer consumers’ goods available 
than in peace-time. The third way is to make the most efficient 
use of labour and other resources. It is obvious that to do this 
within the war industries will directly increase their output. To 
do this within other industries and occupations trill enable the 
necessary minimum of consumers’ goods to be produced with 
less labour, thus releasing men and women for the war industries. 
Finally, it may be possible at times to release temporarily men 
from the Atmy to work in the factories, or mines, or fields. 

In war-time the fundamental economic principles, those 
which apply to any society, hotvever organized, are just as valid 
as in peace-time. Indeed, their validity and importance are 
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more obvious in WEir than in peace. Take, for example, the 
principle that some wants can be more fully satisfied only at 
the cost of satisfying others less fully: to get more guns we must 
have less butter. In some countries and at some times, notably 
in the United States in the ’thirties, there were enough unem- 
ployed men and resources to make it possible to have more of 
both. It is to such conditions that the doctrine of Lord Keynes 
applies. He advocates greater public and private spending. 
The more -we consume of the cake the larger it grows. The 
good fairy Propensity to Consume, aided by an expansionist 
monetary policy, rvavcs her magic wand, the Multiplier, and 
labour and resovuces previously idle arc dratvn into employment. 
But once full employment is attained, and it is attained fairly 
soon after war breaks out, the Economics of Slump disappear 
from the picture. There is no longer any controversy among 
economists about broad practical issues. Consumption must be 
restricted in order to free labour and resources for the war 
industries ; if more steel is allocated for building destroyers, less 
than othenrise can be allocated for tanks or-aeroplanes. The 
need to choose in what ways resources capable of alternative 
uses shall be employed is imperative and plain. 

The same applies to the principle that monopolistic restriction 
of output is Wcisteful from the standpoint of society as a whole. 
In peace-time it may be tolerated, perhaps on the pretext that 
it prevents unemployment. Fish may be throtvn back into the 
sea, cotton ploughed back into the soil, shipyards and ships and 
spindles scrapped, the more efficient coal-mines prevented from 
expanding their output, the use of fertilizers forbidden, plant 
and equipment worked, well bdow capacity. In war-time, once 
a country has fully realized that the struggle is desperate, such 
practices -will be stopped because they cannot be afforded. 

Again, the desirability of taking advantage of division of 
labour — of putting square pegs into square holes and training 
others to fit the holes which require filling — and of specialization 
between areas, and of economies of scale,- and of moving re- 
sources to where they are more productive^, is even greater in 
the urgency of war than in the tranquillity of peace. 

‘ Tb«day, after we have seen 'millions of persons move from one part of 
this island to another and whole facu>ries in Russia moved bads from the 
invasion zone, no reader will accuse me of exaggerating, in Chapter XIV, 
the potential mobility of factors of production. 
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But although fundamental economic principles apply even 
more strongly in war-time, the aim of the economy is different. 
The aim is no longer to satisfy as fidly as possible the multi- 
tudinous wants of consumers. The aim is to win the war, and, 
in order to do this, to maximize the war effort even at the cost 
of greatly restricting freedom of choice. This implies planning 
and a great extension, in capitalist countries at any rate, of 
State control. 


2, THE NEED FOR PLANNING 

If enlistment in the armed forces were voluntary, a country 
might obtain fewer recruits than it needed. Some would not 
join because others had not yet joined. Many would say that 
if more men were needed the .Government should apply com- 
pulsion. This applies equally .to other aspects of the war effort. 
Many people would prefer restrictions on consumption, and 
recruitment for the war industries, and for activities such as 
fire-watching, to-be enforced by the Govenunent in order to 
ensure equtdity of sacrifice. Otherwise some selfish people 
might use up labotu and materials and other resomces to provide 
themselves with luxuries, when these resources might have been 
used instead for war purposes; or they might refuse to do their 
fair share of war work. Hence the people of a country at war, 
if they are convinced of the justice and importance of their cause 
and if they realize the need for the greatest possible war effort, 
will want their Government to exercise very svide powers of 
compulsion over their persons and their property. 

Probably the greatest war effort can be achieved, in such 
circumstances, by placing everybody, metaphorically, in the 
Army, and turning the whole country into an armed camp, 
worlfflhop, and hostel. This would imply the rigorous applica- 
tion of the main principle of a “siege economy”: fiom each 
according to his ability, to each according to his need. Money 
would disappear fit)m the picture “for the duration.” There 
wotdd be no money payments of any kind. The Government 
would provide people, as it provides the army, with the necessary 
minimum of food, clothing, shelter, and other consumers’ goods 
and services. In return, everybody would have to do what he 
was told. No property rights, no considerations of social status. 
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no trade-union privileges, no fears of what would happen after 
the war, would be allowecd to stand in the way of the maximum 
war effort. 

In peace-time the arguments against such a system are strong. 
People value their liberty of action, and their freedom of choice 
as consumers. They need monetary incentives to work harder 
or to become more skilled. Private enterprise may be more 
flexible, and display more initiative, than the Government in 
recognizing or forecasting changes in demand, and in discovering 
and applying more efflcient methods of satisfying demand. In 
\var-time the whole situadon is different. People are prepared 
to give up their liberty and their freedom of choice in order to 
promote the war effort, so that output can take the form largely 
of masses of standardized goods — ^armaments and equipment of 
all kinds for the Forces and consumers’ goods for all. An urgent 
desire to tvin the war, and to tvin it quickly (perhaps reinforced 
by the possibility of penalties amilar to those to which soldiers 
are subject) may provide sufficient incentive. 

For one reason or another, a complete “siege economy,” such 
as we have outlined, was not adopted by Great Britain. Perhaps 
it tvas thought that people would not stand it; perhaps it was 
feared that it would be too difficult to administer; perhaps it 
was believed that the war could be won -svithout such very 
drastic measures. However, as the war went on and the magni- 
tude of the task became more apparent, various measures were 
taken tvhich did bring the country considerably nearer to an 
economy of this type. And some of bur present difficulties and 
discontents tvould have been avoided (although others might 
have arisen) if tve had gone much further in this direction. For 
then workers Would perhaps have been convinced that capitalists 
were not making large, or indeed any, profits out of their labour; 
men in the Forces would not have resented the relatively high 
wages earned by some war tTOrkers, enabling them to provide 
•better than they for their -wives and fiunilies; the desire of firms 
to be as well prepared as possible for after the war' could not have 
hindered their present war effort; there tvould have been no 
“black market.” 

Even if a government continues to rely, to some extent at 
least, upon the price-mechanism, it must still make some kind 
of “war plan.” For example, it must decide how large an army. 



5°4 


ECONOMICS 


navy, and air force it trill need; and how exactly they are going 
to be armed and equipped. It tvill have to see that different 
things are produced in the right proportions and to give 
“priority,” at certain times, to things most urgently needed, for 
it will not be able to get as much of everytliing as it tvante as 
quickly as it would like. 

One of die first things it will have to decide is how long the 
war is likely to last. If it expects the war to be short, it can 
postpone various renewals and replacements until it is over. 
But if it expects the war to be a long one, it may have to use 
some resources in ways which will not bear finit until perhaps 
tivo or three years have passed : for e.vample, in renewing rolling- 
stock on the railways, or in constructing more shipyards and 
docks, or in putting up new steel plants. 

Anotiier thing it will have to decide is how much weight 
should be given to aims which conflict with the war effort. For 
example, should is'ar materials be embodied in exports Ibr 
neutral markets in order to retain trade connections for after 
the ivar? 

In the folloiring sections we shall give some illustrations of 
how Great Britain has dealt with the %'arious problems we have 
mentioned. 


3. FOREIGN TRADE 

For convenience of exposition, we begin with foreign trade. 
But this IS by no means the most important aspect, as a rule, 
of a country’s war economy. The war effort of Great Britain 
depends mainly on the size of her armed forces and on her own 
output of arms. All the same, the part played by foreign trade 
is quite significant. 

Imports help a country to wage war. They may be arma- 
ments or war materials, or they may be constuners’ goods which 
set free, for war purposes, resources ■which would otlle^^•ise have 
been employed in producing similar goods, or substitutes for 
them, at home. Exports, on the other hand, diminish the war 
effort in so far as they use up resources ■which could be employed 
directly for war purposes. 

Hence a country wishing to maximize its fighting strengtli 
trill import as much as it can from neutral countries provided 
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that it can “pay” by promises — by borrotving ‘from them — or 
by assets such as gold and securities which are of no use for 
waging war. But if it has to pay by sending exports in return, 
the principle of comparative costs applies. It tvill use labour 
and other resources in producing exports if it can get in. this 
way imports which it values more highly than anything else 
which these resources could have produced instead. It tvill give 
preference to exports using up labour, materials, land, and pltmt 
and equipment, which are fairly “specific” and could othenvise 
contribute relatively little to the war effort. It tvill of course 
take account of costs of transport, including the risk of loss at 
sea by enemy action. 

Great Britain uns in this position until the United States 
entered the war as her ally, or at any rate until the Lend-Lease 
arrangement came into force. The United States could supply 
armaments and war materials and other goods that Great 
Britain needed. But she had to pay for them. She paid partly 
by sending gold and partly by selling securities (mainly thos.e 
having a ready market in the United States, such as the stocks 
of large American and Canadian companies) which her Govern- 
ment had compulsorily bought from her citizens. Over aiid 
above this, she had to pay by means of exports. She sent goods 
such as whisky and textiles, which more or less fulfilled the 
conditions stated above, and not, for example, steel or machinery. 
Her export industries wercj in effect, munitions industries: their 
products secured aeroplanes, tanks, and other arms in exchange. 
The same applied to British' trade ivith other neutral countries, 
but the United States was by far the most important. 

The British .Government took over control, which was gradu- 
ally made complete, of all foreign trade and foreign exchange 
and shipping. 

Control of imports was necessary to prevent “dollars” (foreign 
exchange available for purchases outside the “sterling area”) 
obtained from the sale of assets or exports from being “wasted” 
in bringing in imports of luxurira or semi-luxuries which could 
be done without. It was necessary, also, to divert purchases of 
goods such as cotton and wheat and tobacco to the sterling area 
in order to save dollars for the purchase of armaments from the 
United States. But the main reason for it was the shortage of 
shipping space. As the war went on, ships were sunk in 
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considerable ntunbers (although several million tons of shipping 
tvere acquired by the British Government from Norway, Greece, 
and other countries; and the building of netv ships formed 
part of the British war effort); the convoy sj'stem gave pro- 
tection against enemy action but was said to reduce efficiency 
by some 25 per cent, otving to slower speeds, and delays in 
assembling ships for convoy; and as time went on Great Britain 
lost the “short routes” to Europe and through the Mediter- 
ranean, so that ships had to make longer voyages. All this 
was only partly ofiset by fuller cargoes (in 1938 about a 
quarter of the shipping tonnage entering British ports came 
in empty). 

We may mention that Germany was worse off than Great 
Britain in that she could get practically no imports from over- 
seas and had to use a good deal of her labour in producing food 
and substitutes which were less satisfactory or which used up 
more resources than the natural products obtained by Great 
Britain from overseas. 

In deciding which things to import in addition to arms and 
war materials, in order to make the best use of the limited 
shipping-space available. Great Britain had to consider her own 
u-ar-time agricultural policy. Her best plan, probably, was 
gradually to reduce the numbers of her fat stock, which con- 
sumed imported feeding-stuffi, and to produce more milk and 
potatoes, whilst continuing to import most of her grain and 
sugar, which occupied less shipping space relatively to the 
nutrition provided than did fresh fimit and vegetables, or meat, 
or feeding-stuSs for cattle; and in frict something approaching 
this plan was adopted. Another bulk)’ import which could be 
and tvas cut down was wood-pulp and paper. The use of 
(imported) petrol for private motoring t\’as subjected to 
increasing restrictions. 

The Ministry of Food and the hfinistr)' of Supply took over 
the purchasing of most goods &om abroad: they could buy in 
bulk and cotdd arrange for shipping. All other imports, after a 
time, had to be licensed. 

We need not detail the various phases of British export polic)’. 
After a time, all exports had to be licensed. At first, the volume 
of exports fell greatly, partly orving to increased risks and partly 
because the export industries rvere allowed fewer raw materials 
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needed for war purposes. In February, 1940, an Export Council 
' was Kjciaed to promote exports. One of die devices used was 
tbat of a general levy on aH the firms in an industry in order 
to form a “"pool” out of which the exports were subsidized. 
Xhus all IT i' ii is in the cotton-spinning industry had to con- 
tribute to a pool out of which exports of cotton goods were 
subsidized. 

Exchange control was imposed as soon as war broke out. The 
mam olgect of the Treasury seems to have been to acquire and 
conserve dollars in order to pay for arms fiom the United States. 
The rate of exchange was fixed, by agreement between the two 
Govcrmnents, at 4.03 dollars to the pound.^ AD. dollars, or 
other foreign exchange, received by British residents had to be 
surrendered to the Treasury at that rate. The export of capital 
was prohibited. Otherwise some British exports to the United 
States would have made no contribution to the war eSbrt; the 
dollars obtained for them wuuld have been sold by the British 
exputieis to persons anxious to transfer their sterling assets info' 
doEais. 

The “sterEng area,” which we have already mentioned, 
included the British Empire (except Canada and Newfound- 
land) and one or two other countries, such as Egypt. Ptuchascs 
were diverted to this area because they could be paid for in 
sterling. This meant that, to a considerable extent, they were 
not paid for by exports. Sterlmg balances belonging to these 
countries accumulated in Loudon. Some of these countries, for 
example Tndm and South Afiitai, used them to pay off their 
sterling debts by buyii^ back securities representing loans which 
they had obtained fiom Great Britain in the past. Thus the 
total of BritSh “forei^ investments” within the Empire felL 

^ Thpg g a re- the a rather low* value. Before the 'warr the Exchange 

Hqualhsitfon. Fend had heen. keep in g it axaund 4*68. During the vreek before 
the war the Fund to intervene and there woff some e^ort of capital; 

even so^ the mte foil only to between 4*25 and 4-40. There was no need for a 
lew rots hi onfor ta exports and provide, employmezit; in war^thne 

^acd possibly in peace^'thne too) these obfects are best achieved by more 
cfocect methods. A rate cn ^t ha:ve g i ven Great Britain better terms of 
r—rrni^j niflre fin ' w gTT esEfaange, nTiff Govemment would have 

to pay less sterling for American, armaments. Presumably It was tho ugh t 
that 4*03- was the high est rate tEiat could be mamtedued. It a certainly true 
tEiac EcKssh. p a ces soon, rose considerably whilst American prices remained 
fif-Ty stable* 
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On .the other hand, she probably would "have had to sell more 
of her other foreign investments (such as her Argentine securities) > 
in order to raise doUais, if she had bought much more from the 
United States instead of from the sterling area. 

At first British exchange control tvas not complete: Ibreign- 
otvned sterling balances tvere not “blocked” (probably because 
it was thought that this would damage the post-war reputation 
of London as a financial centre) and some British exports to 
countries outside the sterling area could be invoiced in “free” 
sterling. Hence a market for free sterling arose, in New York, 
in which sterling balances were sold (to American importers of 
British goods) at rates sometimes well below four dollars to the 
pound. But by the summer of 1940 all such leaks had been 
stopped. ^ 

Now that the United States is an ally, and few countries 
remain neutral, the whole situation has changed. There is no 
longer any desperate need, for example, for Great Britain to 
acquire or conserve dollars. Questions of payment can be post- 
poned until after the war. The ideal policy now is to make the 
best use of the combined resources of the Allies. Their territories 
should be regarded as a unit, devoted to the war effort, wthin 
which specialization takes place. Let us give a few examples. 

It is wasteful to use labour and materials in mining gold and 
silver if they could be making some useful contribution to the 
war effort. It would be \%'aste{ul for Great Britain to import 
goods from a distant Dominion if surplus stocks of similar goods 
were available in the United States. Protective tarifis between 
the Allies should be abolished for the duration of the war. For 
example, there might be a considerable saving of labour if most 
of the sugar required by the Allies could be obtained from the 
tropical islands instead of being produced at a high cost, behind 
tariff barriers, in less suitable regions, ^reat Britain’s most 
useful exports at the . moment of writing are probably arms 
to Russia. 


4. RESTRICTION OF CONSUMPTION 
One way to induce civilians to consume less is to leave them 
less money to spend. In Great Britain, high taxation and 
propaganda in favour of saving tend to keep dotvn the expendi- 
ture of consumers. Incidentally, it is rather a waste of energ)' 



WAR ECONOMICS 


509 


to urge people to take money out of their mattresses or out of 
their banks in order to buy war savings certificates or other 
Government securities. Provided they, do not spend the money, 
the purpose of restricting consumption is achieved, and the 
Government has 1 ^ to pay in interest. 

A more direct method, which also was adopted, is to restrict 
the supply of consumers’ goods by cutting out non-essential 
imports and limiting the supplies of raw materials allotted to 
industries producing goods such as clothing, pottery, and boots 
and shoes. 

The British Treasury seems to have been acutely aware, from 
the start, of the danger of inflation. If the total supply of con- 
sumers’ goods is given, consumers ^ a whole cannot obtain 
more than that amount. But if each tries' to buy more, the 
result may be a great rise in prices. This happened in Great 
Britain with non-rationed goods such as fimiiture, hardware, 
and crockery. Before clothing was rationed, the prices of clothing 
rose about 70 per cent. 

Merely to fix maximum prices for goods is not much use. The 
goods — ^for example, chidcens — tend to disappear from the 
market and to be sold secretly at higher prices Jn the.” black 
market” and consumed (possibly in expensive restaurants) by 
well-to-do-people. Alternatively, consumers are made dependent 
on the favour of tradesmen. 

The Treasury apparently tvished to prevent the “cost of 
living” — especially as measured by the official Ministry of 
Labour index— -from rising too much. For this would have made 
it difficult for employers and Trade Boards, and for the Govern- 
ment itself as an employer, to resist claims for higher, wages. 
And higher wages would have rabed the money cost of the war. 
Further, people with relatively small fixed incomes perhaps 
could not have afforded to buy enough to keep them .alive and 
healthy if prices had risen very much. Hence the Treasury 
spent well over ,^100 million a year in keeping dotvn the prices 
of certain foodstuffs such as bread, meat, and bacon; and it 
greatly extended its subsidies on milk for children. 

But the obvious solution tvas to impose equality of sacrifice 
by rationing, as well as price-fixing, and as the war went on 
rationing tvas ^tended to cover most consumers’ goods. The 
“points” system of rationing, applied to clothing and to some 
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foodstuHs, ^vas particularly flexible. It permitted some freedom 
of choice to consumers and at the same time enabled supply to 
be equated tvith demand: by raising the number of points 
required for an article the deman4 for which tras outrunning 
the supply, and lowering the number for articles left unsold. 
Some uiiters urged that the total expenditure of a consumer in 
retail shops should be restricted — ^for example, to twenty-five 
shillings per week for an adult and fifteen shillings per wed: for a 
child. This would have kept dotvn the prices of non-rationed 
goods but apart from that it would have done litde that could 
not be achieved equally well by the “points” system. In order 
to convince people that there was real equality of sacrifice, 
penaldes against thp “black market” were made more severe 
as time went on, although the proportion of goods taken by the 
black market 'was probably small. Agitation to fix a maximum 
price for restaurant meals, and to restrict horse-racing, dog- 
radng, and private motoring, showed a desire to move stfll 
nearer to a siege economy. Possibly consumption would have 
been reduced further had the Government purchased unused 
coupons (or held lotteries with the coupons as tickets and 
Government securities as prizes). The imposition of severe 
penalties against genuine “swapping” of coupons or bartering 
of -rationed goods probably diminished satisfaction trithout 
curtailing total consumption. 

Rationing restricts the freedom of choice of consumeis and 
thereby reduces the satisfaction which they get from a given 
expenditure. Even if the actual prices of rationed commodities 
are not allowed to rise, a consumer who would like to buy more 
of them' and cannot is thereby forced into a worse economic 
position as a consumer. Rationing b similar in its effect upon 
him to a rise in the prices of the rationed commodities. This 
can readily be shown by means of an “indifference curv'c” 
diagram. 

In the absence of rationing, a consumer tvith a spendable 
income OA could apportion this income bettveen a commodity 
(or a group of commodities), subsequently rationed, and other 
uses as he chose. He could choose any position on the price- 
line AB, (If he spent his whole income on the commodit)' he 
would be able to buy OB of it.) In fact, he would choose the 
position (i), where AB is tangential to one of his indifference 
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curves. He would purchase OR^ of the conunodity. Suppose 
now that rationing is introduced. The price of the rationed 
commodity (or group of commodities) remains the same, but 
he can buy only OR^ of it. His position is now (a). This is 



Fig. 38 


on a lower indifference curve than (i). It is on the same 
indifference curve as (3). But he would have moved to (3), in 
the absence of rationing, only if the price of the rationed com- 
. OA OA 

modity had risen from to Hence the rationing to an 

amount OR^ reduces his satisiaction from his income OA, 
although prices remain the same, as much as the above rise in 
the price of the rationed commodity would have reduced it in 
the absence of rationing. 

This does not alter the fact that consumption must be reduced, 
and that rationing is the fairest %vay to reduce it. In Great 
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Britain, the bulk of consumption is by the wage-earners and 
their families, who form the great majority of the population. 
Hence their consumption must be limited; it .will not suffice 
to cut down only the rich. It follows that demands by workers, 
other than those who are very badly paid, to retain their pre-war 
standard of consumption cannot be granted. 

It does not necessarily follow, however, that increases in 
wages should be refused. Given fairly complete rationing, and 
controlled prices, increased payments made to workers cannot 
be spent on consumers’ goods and cannot raise their prices. 
Higher money wages may provide incentives to greater output, 
and greater output is badly needed. The increased wages will 
probably be returned to the Government as war savings. The 
workers will get a bigger share in a much increased National 
Debt. On the other hand, higher wages -which cannot be spent 
may lead to "absenteeism” and a reluctance to work overtime, 
and may cause discontent in the Forces (unless their pay and 
their family allowances are also raised). These are the kinds of 
difficulties which would have been avoided by our “siege 
economy” plan. • 


S. CONCENTRATION OF INDUSTRY 
Even after the resources of a country have been fully mobilised 
and organized for war, part of its effort will be devoted to non- 
war purposes. It -will usually be felt, for example, that the 
education of children must continue. Apart from such excep- 
tions, all work will be “war work.” The armed forces and the 
workers in the armaments industries must be supplied with food 
and other consumers’ goods, and the workers engaged in pro- 
ducing and distributing, let us say, boots for farm-workers form 
an essential part of the war machine. However, the output of 
consumers’ goods should be restricted to the necessary minimum 
— which may include such things as cigarettes, if these are 
deemed necessary to maintain efficiency and morale. ' 

The general principle of comparative opportunity-costs still 
holds good. Each individual factor of production should be 
where its marginal productivity is highest. But now its “pro- 
ductivity” must be -valued by its net contribution to the war 
effort. Let us take an illustration. Suppose that the manager 
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of a shoe factory is very efficient at his job. (The best man 
available to replace him as manager would require considerably 
more workers to get the same output.) Suppose he would make 
a good average army oflicer or munitions worker. Nevertheless 
it is best to keep him at his job, thus enabling labour to be 
released from his factory. 

In practice, there may be political difficulties in applying this 
principle. The public may fed that all able-bodied men below 
a certtiin age should be conscribed for the Forces. Hence men 
who would have made a much greater contribution by staying 
where they were may be called up, their skill being partly or 
’ wholly unutilized. 

The necessary output of consumers’ goods should be pro- 
duced, and distributed, svith as few workers and other resources 
as possible, provided that the resources released can help the 
tvar effort in other spheres. In war-time people are prepared 
to have less freedom of choice, and to suffer more inconvenience, 
than in peace-time. This opens the way for mass-production of 
standardized goods, for cutting down advertising and salesmen, 
for reducing the number of shops and the extent to which goods 
are delivered to people’s houses. Whether or not the “differ- 
entiation” of similar products made by different firms is justified 
in peace-time, it should not be allowed to tvaste resources in 
tvar-time. 

As time went on, the British Government took various steps 
to prevent resources from being employed in producing goods 
and rendering services that could be dispensed with during the 
whr. It stopped building and other investment activity in so far 
as it ■was not “war work” in the wider sense of the term. It 
restricted deli'veries by shops and transferred some shop assistants 
to the Forces and the war industries. It greatly restricted 
supplies of materials to certain industries — ^including the major 
textile industries, hosiery, boots and shoes, and pottery — ^tvhich 
formed, said Mr. Lyttelton, “the main sources of factory-trained 
labour for munitions.” 

The next step was to “edneentrate” the output of these 
industries into fewer factories, all working to full capacity. It 
was estimated that this step set free some 144 thousand workers 
and some 45 million square feet of factory space. From 1942 
onwards, most of the clothing was to be “utility” clothing — 
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mass-produced in a number of standard patterns — ^and cloth 
was to be saved by suppressing such things as double-breasted 
coats and trouser turn-ups. 

The natural desire of each firm to keep its good^vill for post- 
war trade, by retaining its own special lines a.nd brands (even 
if the goods are produced for it by another firm) and its o^vn 
sales force, and continuing to advertise, conflicts with the aim 
of releasing resources from the consumption industries and trades. 

6. OUTPUT IN THE WAR INDUSTRIES 

The present section discusses in general terms some of the' 
factors affecting the output of arms of all kinds, from battleships 
to bullets. This, question is obviously vital. 

One important factor is the amount of labour available. The 
war industries may be able to recruit some additional workers, 
at first, from the unemployed, and they may dratv upon young 
persons and retired persons. More probably, most workers from 
these sources will take up other necessary tasks, for which they 
are better quafified, thus releasing other and more suitable 
workers for the production of arms. A much larger source of 
supply tvill be the industries and occupations engaged in satisfy- 
ing the peace-time wants of consumers ; the purpose of restricting 
consumption is to release resources from these fields. Are there 
any other big sources of supply? 

There are the many women, not "gainfiilly employed,” who 
arc engaged in looking after their homes. To take a large 
number of them out of the home and into the factory would 
create various difficulties, but these might be overcome; in 
ig4t over nine million women were employed in German 
industry. They might be overcome mainly by various "econo- 
mies of scale.” Thirs the provision of cheap or free meals in 
factory canteens would hdp a good deal, although at the 
sacrifice of some freedom of choice and privacy. Much effort 
is saved if hundreds of meals are prepared and cooked at once 
— and if the cook is a good one, they may be more palatable 
and nourishing than some of tlic concoctions product in the 
home. Similarly, more creches could be provided; schools 
could open earlier and close later, to look after older children, 
who could play during the extra time; schools might also 
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provide meals for the children. Factories might have grocery 
and general stores attached to them, to relieve the working 
housewife of some of her shopping worries. Where necessary, 
special buses might transport workers from their homes to the 
factory and back again. If they were helped in such ways, 
many women, even those ivith children, might be able tp work, 
some full-time and some part-time, in the war industries. 

Another possible source of factory-labour is the Army. Skilled 
workers are needed in the Army, but those whose skill is not 
being used, and who have had their training as soldiers, might 
be temporarily released to help on the bench or in the shipyard 
or the mine. They could be recalled, when needed for fighting, 
at very short notice. In Great Britain, it has hitherto been 
dedded that the disadvantages of such a plan outrveigh the 
benefits. In Germany, very large numbers of workers were 
temporarily released from the Andy during the first ttvo winters 
of the war. 

Workers going into the factories out of other occupations, or 
from the home, must be trained. Germany has trained over a 
million workers a year. There may be obstacles, however, in 
the way of svidespread and efficient tr ainin g. A firm actively 
employed in war work may think trainees a nuisance. They 
slow do\vn its rate of output. But this represents the real cost of 
an investment — converting “factors” into types more valuable 
for the war effort — ^which will bear good fruit later for the 
country as a whole. Again, who is to do the training? The most 
suitable trainers may be earning much more on piece-rates at 
the bench than they would earn as charge-hands instructing 
trainees. ' Further, the peace-time attitude of most trade 
unionists is one of opposidon to “dilution” and to the entry of 
women into their trades; some may find it hard to reverse this 
atdtude suddenly and completely. 

The peace-time restiicdonist attitude of some industrialists 
also may not completely disappear. They may be uneasy about 
greatly increasing “capacity” which will not all be required in 
peace-time. In generi, the desire of each firm to be as ready 
as it can be for the return to competition after the-war may 
tend to hamper its war effort. For example, in adapting plant 
and equipment to ivar production a firm may be tempted to 
put as few obstacles as possible in the way of switching back to 
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its peace-time products, even if this prevents its trar output from 
reaching its potential maximum. 

The task of planning a great tntpansion of arms output is iiill 
of difHculties. Ideally, there should be one supreme planning 
authority. It would be wasteful to permit different Government 
departments, and different firms, to compete with one another 
for labour and materials. These scarce factors should be allotted 
to those uses where they make tlie greatest, or the most urgently 
needed) contribution. In peace-time this problem is solved by 
the pricc-s^’stem, but in war-time only a supreme authority' can 
adequately balance the claims of different Government de- 
partments, and decide the best composition of the total arms 
output. 

For the best composition depends not on consumers’ preferences 
but on technical and strategic considerations. Complementarity 
is important. Obviously it would be foolish to make thousanik 
of guns without enough shells for them to fire. The same applies 
to the proportions between different types of arms, such as 
bombers and fighters or battleships and destroyers. Again, 
standard designs must be agreed on if full advantage is to be 
taken of mass-production. But often quality must be balanced 
against quantity — for example, switching over to an improved 
type may slow down output or require more scarce materials. 
In any event, the structure of armaments production is very 
“capitalistic” — materials must be produced to build new fac- 
tories, steel to make machinery, and so on. Hence a considerable 
time must elapse before a large flow of arms is being produced. 
But the time can be reduced if more labour is used. 

The planning authority should ensure that wcll-cquippcd 
engineering works arc not left idle, and that some firms do not 
cling to machine tools or skilled labour which could be employed 
more fully or to better advantage elsewhere. This probably 
means that it should have regional committees, witli \ridc 
powers to carry out its instructions. The easier course of using 
large firms as its agents, and allowing them to give out sub- 
conU'acts, may not always result in the fullest and best use of 
resources. * 

Clearly it is no easy task to make and carry out a good plan 
of arms production, even if there is a supreme planning authorit)’ 
trith drastic powers of compulsion. In Great Britain, up to the 
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moment of writing, there has been no such authority. Respon- 
sibilities and powers have been divided among different Depart- 
ments and Controls. Many decisions have been made, in effect, 
by industrial associations whose peace-time policies were directed 
towarcis restricting output and keeping down “capacity.” Some 
deference has been paid to the desires of trade uiuons. Firms 
have been allowed a good deal of freedom and so have individual 
workers. The success achieved measures the extent to which 
patriotic motives have inducted capitalists and workers alike to 
subordinate cxmsideratlons of self-interest, and of their post-war 
prospects, to the urgency of the ccmimon cause. Nevertheless 
the need for still greater output has been steadily pusbing the 
economic system nearer to that of a siege economy. 

7. THE MONEY COST OF WAR 

In Great Britain the rate of public expenditure kept increasing 
after the war began. By the spring of t942 the Govermnent 
was spending at the rate of well over £5000 million a year, as 
compared with about £1000 million a year before the war. 

The main reason for this was thak_the greater part of the 
output of the coimtry (including in this output the services of 
the men and women in the Forces and in Civil Defence) was 
being produced for the Government and paid for by the Govern- 
ment. By means of taxation — which covered about 40 per cent 
of public expenditure — and of borrowing the Government trans- 
ferred “power to demand” from the public to itself. The 
Government spent more and the public spent less. 

But in part the increase in public expenditure was due to the 
rise in prices. To that extent, the Government had to pay more 
money for the same goods and services. By the close of tg4r 
wholesale prices were about 60 per cent, retail prices (as measured 
by the Cost of Living index) ^rout 30 per cent, and wage-rates 
about 26 per cent above the level of August, 1939. 

- Part of the rise in the prices of goods was because enemy 
action, such as the sinking of ships and the bombing of factories, 
and protective measures, such as the convoy system and the 
black-out, reduced the peace-time yield from a given amount 
of labour and other resources. But part of the rise was due to 
inflation. 

Inflation is one of those awkward terms for which no brief 
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definition is satisfactory. We can say, perhaps, that it is an 
increase in the amount of money which tends to raise prices. 
But this does not enable us to measure its extent. Prices may 
rise, as we have just noted, from non-monetary causes. More- 
over, certain prices may be controlled : we have already pointed 
out that the British Government, by means of rationing and 
price-fixing and subsidies, kept down the rise in retail pric^ as 
measured by the official Cost of Living index. Nor does the 
increase in die amount of money provide a good measure. By 
the close of 1941 the note circulation of the Bank of England 
tvas 40 to 50 per cent above the pre-war level (of about £500 
million) and the total deposits of the commercial banks had 
risen by about the same proportion. But part of this increase 
was not infiadonary. Firms and individuals wanted, to hold 
larger balances in cash or at the bank because the future was 
more uncertain than usual: ibr example, a firm or a family 
might have to move because its property had been destroyed 
overnight by bombing. Again, the splitdng-up of famffies 
increased the total demand ibr money. 

Perhaps the best measure of inflation is the rise in the level 
of money incomes in so far as this docs not reflect a corresponding 
increase in output. By the close of 1941 wage-rates had risen 
by some 36 per cent on the average, but earnings had risen con- 
siderably more — perhaps by 40 per cent — and the total weekly 
sum paid out to wage-eaniers and salary-earners was increased 
by the groiving entry of women and others into paid occupations 
(aldiough, on the odicr hand, it was diminished by the ividi- 
draival of workers into the Forces). 

In so far as workers arc paid more money for the same amount 
of tvork, costs and prices tend to rise. The Government may 
succeed in keeping down the retail prices of most goods. But 
as these goods are produced by firms who must cover their costs 
in order to keep on producing, the Government will have to pay 
increasingly large subsidies to keep dotvn retail prices. For 
example, after the minimum wages of agriculture- labourers 
had been raised to sixty shillings per week, the Government had 
to fix higher prices for its purdiases from farmers. The fanners 
had to get more for their produce. in order to cover their in- 
creased labour-costs; if consumers were to be charged the same 
retail prices, the Government had to make up the difference. 
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In tjiis way, inflation can increase the cost of the war without 
a rise in the cost of living. 

If factor-prices rise, the Government wiU have to pay more 
than otherwise for the arms, equipment and supplies of all VinH.; 
which it buys for the Forces. The rise in Government expendi- 
ture rvill be correspondingly greater than the real increase in the 
war effort. , The sums that it recaves in taxation will buy less 
than they would have done when the Budget was drarvn up. 

In order to cover the excess of its current expenditure over 
its current receipts from taxation, a Government usually borrmvs. 
But what happens if the sums lent to it by the public are not 
sufiiciently large? The Government might print a lot of bank- 
notes and pay with them. Given a banking system, it would 
rather increase the cash reserves of the banks, thus enabling 
them to lend it the money. The banks would buy Government 
securities, thus increasing their “investments.” Their deposits 
would increase because the money which the Government paid 
out would reappear in the form of increased deposits by their 
customers, but their customary ratio of cash to deposits would 
be maintained. The following figures relate to the London 
clearing banks. They cover, therefore, perhaps 90 per cent of 
-all commercial batiks. 



^ million 


Monthly 

Average, 

1939 

December, 31st, 

Depoats 

3348 

3329 

Gash 

Gall Money . 

24s (io-9%) 
149 (6-6%) 

366 fll-o%) 

« 4 t { 4 - 3 %) 

Discoimts 

255 ( 11 - 4 %) 

t 7 i ( 5 - 1 %) 

Treasury Deposits . 


758 (22-8%) 

Investments . 

607 (27-0%) 

999 (30-0%) 

Advances 

998 ( 44 - 4 %) 

607 (24-2%) 


Treasury Deposits are a new item, which first appeared in 
July, 1940. Nearly all the increase in deposits since that date 
has been compulsorily borrorved from the banks in that form. 
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This increase was due tn^nly to Government expenditure,- and 
the Government has taken it, paying the banks only 1 J per cent 
interest. The banks can tvithdiaw these deposits if they need 
more cash. Hence the banks are very “liquid.” Their ratio of 
liquid assets (including Treasury Deposits) to deposits is about 
40 per cent as against the 30 per cent more or less customary 
before the war. 

We may take this opportunity of pointing out that during 
this war the Government has kept interest rates low. During 
the jivar of 1914-1918 it paid 5 per cent to the banks and the 
public. During this tvar it has paid around 3 per cent to the 
public and the banks on long-term securities and, as we have 
just seen, has “.skimmed off” the increase in bank deposits since 
June, 1940, at i J per cent. Since other opportunities for lending 
are very greatly restricted by control over new investments, and 
opportunities ibr spending are also cut down, the Government 
can borrow at a low rate, thus keeping dottm the increase in the 
interest-charge on the rapidly growing National Debt 

We discussed the dangers of inflation, in peace-time, in 
Chapter XXIV, section 6. But it can reasonably be urged that 
these dangers may have no relevance for war-time conditions. 
Suppose that till consumers’ goods are rationed and maximiun 
prices fixed. Suppose that all private' investment at home, such 
as building nerv houses, is prohibited unless deemed essential 
for the war effort. Suppose that the export of capital is forbidden. 
Under such conditions, what does it matter how much incomes 
rise or how much the Government has to pay for arms? After 
people have spent their fixed sums on consumers’ goods, what 
can they do with the rest of their incomes? If they buy such 
things as shares or existing real estate or jetvellery, the seller is 
then &chd rvith the same problem. If money is hoarded in the 
form of bank-notes, the Bank of England prints more notes, and 
the Government (which gets the net profit finm the note issue) 
in effect receives an interest-fiee loan. If money is left on deposit 
rrith the banks, the Government takes it in the form of Treasury 
Deposits. The only other possibility is for the money to be lent 
directly to the Government (or paid in taxation) by the public. 
In one tvay or another, all the money paid out by the Govern- 
ment comes back to it again. So why worry? 

It is true that the money cost of the tvar is relatively 
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unimpoitant and the methods of public finance a secondarj’ 
consideration. What does matter is the real magnitude of the 
^var effort. The British Treasury was anxious to keep do^vn the 
money cost of the war partly because rationing ^vas not complete 
and some prices (for example, of clothing) were not fixed. Hence 
a rise in the cost of living would have hit people with relatively 
small fixed incomes and would have led to general demands for 
higher wages. But rationing and price-fixing could have been 
made complete, and did become more complete as time went on. 
The main reason for the Treasury’s attitude was probably the 
fear of a very large National _ Debt after the war. Although 
interest-payments on the internal public debt are merely transfers 
from some citizens to others, a large annual transfer means 
high rates of taxation. Much of the increase in the National 
Debt would be held by wage-earners, who might want to trith- 
•draw it and spend it after the war, instead of waiting for the 
next slump, when increased spending would be desirable. 

It follows firom all this that, if only people were tvilling, a 
government could keep down the money cost of a ^var by for- 
bidding-increases in rates of pay, keeping down the rate of 
interest, and covering all the cost by taxation. All who would 
other^vise have lent to the Government, directly or indirectly, 
because there was nothing else they could do with their money 
after buying their rations, could have given up the same sum in 
taxation. But if people had been willing to do this, they would 
have been willing to do atvay rvith money payments and to 
place themselves and their property unreservedly at the disposal 
of the Government. In Great Britain, they were not willing to 
do this, or at any rate the Government thought they were not. 
The result was a series of compromises and half-and-half 
measures. The gener^ direction of movement was towards a 
siege economy but the Government — assuming, of course, that 
despite appearances to the contrary it did understand the simple 
principles of war economics — did not move further or faster than 
it thought public opinion would tolerate. 


8. TAXATION AND OUTPUT 
We have argued that taxatiori in ■ivar-time should be high. 
It is the fairest method of imposing equality of sacrifice — as 
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measured by what people have left after paying their taxes 
rather than by how much they pay; and there is no danger that 
high taxation wU cause unemployment in war-time. There is a 
danger, however, that it may weaken incentives to work and to 
make the best possible contribution to the war effort. We shall 
discuss, from this standpoint, two important British taxes: the 
income-tax and the excess profits tax. 

The Budget of April, 1941, raised the “standard rate” fi-om 
8s. 6d. to I os. in the pound. Large incomes were tax^ very 
heavily. An income of £10,000 was reduced to not much over 
£3000; an income of £100,000 ^vas reduced to less than £6000. 
Various allowances were reduced, and most wage-earners 
came within the scope of the income-tax, many of them for the 
first time. 

These millions of new income-tax payers made necessary 
much extra administrative work. Moreover^ many of them did 
not properly understand income-tax, especially the time-lag 
between when they earned and when they paid. A simpler 
plan would have been a weddy tax on wages as they were 
earned.^ 

The practice of combining,'for tax, the incomes of husband and 
wife meant that a wife’s earnings might be taxed, in effect, at a 
high rate. Some wives were deterred by this from taking on paid 
work (and perhaps having to engage a nurse to look after their 
children). An improvement woidd have been to give ■wives the 
option of being treated, for income-tax purposes, as single 
women. 

In some occupations, where the work is heavy or imposes 
strain, long hours result in less total output because the workers, 
after some weeks of this, are too tired. .Subject to this proviso, 
it is clearly desirable in war-time that workers should be tvilling 
to accept a rather long working week, and to work overtime 
when required. How does income-tax affect their willingness to 
do so? 

We have seen (on pages 280-1) that a change in net rates • 
of pay per hour may induce people to work either more or fewer 

* One suggestion tras a "free wage” of £2 a week, or ,^3 los. for a married 
man, plus £t for each child under sixteen, £i for a housekeeper, and lOs. 
for a dependent relative; the first £3 a week of taxable income to be charged 
at 5s. in the pound, and any balance at sos. in the pound. This would have 
greatly simplified administration, and prevented evasion. 
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hours. But the changes in monetary incentives resulting from 
the income-tax were more complicated than a change in the rate 
of pay per hour. A certain minimum income was exempt from 
taxation. Above that level, the marginal rate af tax was above 
the average rate; and over certain ranges of income very much 
above it.^ 

Let us take an example. A single man earning 10 a year 
paid no tax. But if he earned £120 he paid £■] los. tax (being 
charged on his income above £80). It is true friat the whole of 
this £7 ‘ros. was credited to him for after the ^va^, but most 
workers seemed to attach little importance to these “post-war 
credits.” He had to pay in tax 75 per cent of the next £10 he 
earned above ^firo a year — a marginal rate of tax which did 
not apply again until income reached £5000 a year. Such a 
man might be tempted to do only enough work to earn £110 
a year, and to keep quite free of income-tax. Another point 
where the deterrent effect might be strong was around £450 
a year for the married man with two children. On £450 he 
paid £y6 as . — an average of about 3s. 4d. in the pound. But 
he had to -pay 10s. in the pound on any extra income. 

Moreover, higher wage-rate plus widespread rationing 
strengthened the desire for more leisure rather than more 
income. The typical worker earned more than before the war, 
but there was not much he coidd buy with extra earnings. 
Overtime, allorving for tax, might yield him less money per 
hour than he rvas earning already. Against this was the strong 
patriotic incentive to ^vork harder. But “absenteeism” was not 
unknown, and was made subject to penalties, at least in 
“essential” industries. 

If a man earning £i a day, who should have worked six 
days, works only five days and is fined £a for his absence, his 
net income for the five days is only £3, or 12s. per day. The 
income forgone by not ^vo^king the sixth day is £3. Mr. Paish, 
who makes this point, suggests that income-tax might be levied 
on the income which would have been earned had the tax-payer 
worked a standard number of hours, however much or little he 
actually does choose to work (illness and similar contingencies 
except^). He suggests also that privileges — ^such as cigarettes 

* This subject is very well treated by F. W. Paish in his article “Economic 
Incentive in WaT-Timei”~in Economwa Ibr August, 1941. 
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or extra ration coupons — ^might be given for overtime. Our own 
solution, to repeat it once more, would be to put everybody, 
metaphorically, in the Army. 

We turn to &e excess profits tax. This tvas imposed at a rate 
of 100 per cent. All the profits above those earned in the standard 
period* had to be paid in tax. The main motive for the loo per 
cent rate was to convince Labour that capitalists were not 
making extra profit out of the war. Nor were they. Total profits 
available for distribution — ^that is, after paying tax — did not 
increase much. And then shareholders had to pay 'income-tax 
(and sur-tax) at much higher rates than before the war. There 
is no doubt that, after deducting all tax payments, the share of 
wage-earners in the national income rose and the share of profit- 
receivers fell. But whether workers fully realized this is another 
matter. 

Once a firm tvas earning its standard profits, all extra profits 
went to the Exchequer.® The peace-time monetary incentive to 
avoid waste, to produce as efficiently as possible, to take risks 
which offered a good prospect of gain, was removed. It was 
replaced by the patriotic desire to promote the war effort. 

Neverthdess many firms, however patriotic, were rductant to 
increase their plant, at their own expense, if the additional plant 
would be of a type useful only for the production of arms and 
unlikely to be required after the war. Suppose that a firm 
borrowed money for such a purpose at 5 per cent. It would be 
allowed to keep for itself only 8 per cent of the profits fi'om this 
increase in its capital. Thus it could make only 3 per cent net, 
and half of this would have to be paid in income-tax. A net 
return of ij per cent was hardly worth the risk. Hence the 
income-tax authorities permitted firms to include in their 
costs large depredation allowtmces on plant likely to be_ 

* yi'hich a firm could select from: 1935 or 1936 or the average of 1935 and 
1937 or the average of 1936 and 1937 or any consecutive period of ttvelve 
months ending not later than 30th June, 1937. The object tvas to rule out 
the high-profit rearmament years of 193S and 1939 and to give 1937 only 
half-weight. The “standard” for a company starting after ist July, 1936, 
was 8 per cent (in some cases 10 per cent) of the average capital employra; 
the same applied to any subsequent increases of capital by any firm. “Pro- 
fessions" (e.g. accountants) were exempt from E.P.T. 

° The 1941 Budget provided that, subject to certain conditions, no per cent 
of the excess profits tax might be retumM, less income-tax upon it, some time 
after the war. This does not seriously affect the argument of the text. 



WAR ECONOMICS 


525 


obsolete after the war. Even so, the Government itself bad 
to undertake much direct investment of this kind, which 
private linns, owing to the excess profits tax, were umvilling 
to make on their ossm accovmt. 

Expenditure, out of money which would othertvise go to the 
Exchequer in excess profits tax, on anything which would 
improve the profit-earning capacity of the firm after the war 
was quite another matter. Firms must have been strongly 
tempted to pile up unnecessary stocks or even to acquire equip- 
ment of various kinds which they did not really need for their 
output in the hope that these things would be useful to them 
later. A conspicuous example was the ■widespread advertising — 
at a time when paper was ■very scarce — of “branded ” goods — 
some of which, such as motor-cars, were not being produced 
durii^ the tvar and would become available only when peace 
had returned. 

The excess profits tax strongly discouraged the expansion of 
output from wasting assets, such as mines. The profits earned 
from such assets are partly a return of capital. The assets them-, 
selves are depleted. For example, if an iron-ore mine expands 
its output, more ore is taken out of the mine, and the future life 
of the mine is shortened. Under such conditions, an excess 
profits tax is a confiscation of capital. However, as time went 
on this discouragement was largely removed by special tax 
concessions. 

Peace-time incentives are preserved, to a great extent, if a 
firm has to work hard and efficiently in order to cam its per- 
mitted maximum profits. This may depend on the terms of the 
contracts under which it works for Government departments. 
For example, a contract to pay “cost plus 10 per cent” offers 
no inducement to keep costs Imv. Contracts of this type are 
sometimes necessary; for instance, when a firm first undertakes 
work of a kind which is netv to it. But peace-time incentives are 
best preserved by the type of contract which fixes a definite price 
for a particular job, always provided that the price is a keen one, 
fixed by Government experts with a good practical knowledge 
of the ■work in question and of current prices. 

A high yield from an excess profits tax may shmv that the 
Government has failed to fix keen prices on its contracts and to 
prevent inflation. 
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9. THE REAL COST OF WAR ' 

“But the greatest disaster of all is war.” We wrote these 
words, for the section on “the causes of economic progress,” 
several years ago. To-day their truth is only too plain. 

We have already explained^ that most of the real cost of a 
war must be borne at the time. Its economic aspects, to which 
we must restrict ourselves, consist of reduced consumption, 
longer and harder work, and greater discomfort. But posterity 
will suffer in various ways, and may be said to bear part of the 
real cost. 

Let us consider how posterity \vill suffer in Great Britain after 
the present war. In the first place, repayments to the United 
States for arms and other goods received under the Lend-Lease 
agreement may eonsist of exports for which nothing is obtained 
in exchange. Posterity will repay our debt. In the second place, 
before the war the Exchange Equalization Account had bought 
a considerable amount of gold. The combined holding of the 
Account and the Bank of England in March, 1938, when it 
was at its highest, was nearly lao million ounces. Some of this 
■was exported before the war, and in effect helped ’to pay for 
the rearmament programme. When war broke out, the gold 
in the Bank was handed over to the Account. Most of' it has 
now been exported to pay for goods needed fi'om the United 
States and elsewhere. Hence posterity, owing to the '^yar, '\vill 
not inherit this asset. In the third place, some British-otvned 
foreign securities and direct investments abroad ha've been sold 
for the same purpose, and parts of the Empire have' repaid much 
of their debt to Great Britain. Hence her total overseas invest- 
ments, which yielded some £200 million a year before the war, 
have been considerably reduced, and may be reduced still 
filrther as the ■war goes on. In the fourth place, assets have been 
destroyed or lost. Ships have been sunk, buildings have been 
bombed, the earth has been scorched. Malaya, in which British 
investments were large, is at the moment of ^vriting in the 
possession of Japan. In the fifth place, the maintenance of 
various assets, in so far as it was not essential to the ■w'ar effort, 
has been neglected. For example, houses Have not been kept 
in perfect repair and worn furniture has not been replaced. In 


Page 500. 
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the sixth place, investments which would have been undertaken 
in peace-time, such as new and improved housing, have rightly 
been restricted, and it is doubtful how far the war-time extensions 
of engineering and similar plant can be said to offset this. Some 
factories which have been converted to war-time uses may 
require a considerable amount of resources to transform them 
back agtiin. 

The broad result of all this is that posterity will inherit fewer 
assets, both at home and abroad, than if there had been no war. 
A consequence of this is that the “credit” items in the British 
Balance of Payments will on balance be smaller. Income Bom 
overseas investments vrill have Bllen greatly and income from 
shipping and other services will be less than before. If Great 
Britain has to pay for much the same volume of imports as 
before the war she may be forced to expand her exports con- 
siderably and may get less favourable terms of trade. In my 
vietv, however, it would be deplorable if this prospect led her 
to raise her tariffs and to adopt a restrictive trade policy, employ- 
ing for that purpose quotas, bilateral agreements, exchange 
control, and similar weapons of economic nationalism. We 
ventured to conclude our last edition with a protest against 
the growth of economic nationalism; and the ’thirties ended in 
the smoke of war. 

If many men of military age are kiUed, this also will be a 
serious economic blow to posterity. Already men of courage 
and initiative, who might have played a leading part in post- 
war reconstruction, have lost their lives. 

Let us hope that the post-war world will have been worth 
fighting for. On the economic side, technical progress is -a very 
powerful force. It is capable of greatly raising the standard ofL 
living, provided that it is not impeded by restrictionist practices 
in the supposed interests of various sections of the community. 
Let us hope that the waste of human resources resulting from 
inadequate facilities for education, with maintenance, for all 
children capable of profiting by it, will be avoided. Let us 
hope that the newer countries will help the older and over- 
populated countries by permitting some immigration (provided 
that over-populated cotmtries agree to favour ^jrth-control, 
their only real remedy in the long run) and by follovring a 
generous policy of public foreign investment designed to direct 
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the economic activity of such countries into more labour- 
intensive channels. Let us hope that, if unemployment cannot 
be altogether prevented, the fear and worry due to economic 
insecurity will be abolished, at least in the richer countries, by 
guaranteeing to all, as a right, a minimum standard of real 
income. 
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